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PREFACE 


Tlie establishment of theories upon which public utility rate con- 
trol should be based is one of the most controversial problems in the 
United States today, in economic, iiolitieal, and legal fields The 
polemical and often partisan nature of tlie literature that is appear- 
ing ill large volume indicates, moreover, great confusion of thought. 
Careful examination of tlie wealtii of material and (‘X}Kn'ience that 
is now available throughout tlic eouiitry should do much toward 
clarifying the situation Studies for this piir|K)se are now being 
made in various states; the state of New I'ork, for example, has jiist 
eouipleted an elaborate and exdiaustive survey of regulation witliin 
its boundaries 

'ITie intensive researeli here presented deals with the work that has 
been done by the California Railroad (Commission in rate-making. 
It Avas selected for the following reasons: (1) Tlie California com- 
mission IS one of the leading regulatory bodies in the eouutry and its 
actions are decidedly typical; (2) .some of its theories are novel and 
most of tlieiu are .salutary, tinally, (11) the (Jomnnssion has now been 
functioning for virtiiall.T twenty .A'curs and lienee a perspective can 
be obtained through which its actimties and teudeneies can lie gauged 
with a I'casouable degree of eertairity. ttomparisoiis have lieen made 
AVith the theories and jiraetiees of other regulatory ageueies, and an 
endeaAor inns been made to ])re.seut a fair appraisal of what has been 
done in this state, together with some suggestions as to ehunge.s that 
appear to he necessary. 

The deliberate limitation of the study to an analysis of rate 
theories has made it neee.s.sary to ignore many phases of the eom- 
inission's activities. Thi.s procedure obviously has its disadvantages, 
but it is believed that it ha.s in its favor tlie merit of setting forth in 
sharp oulliue the fundamental eeonomie issues at stake. 


[V] 
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fllAPTER I 


I-irSTORY OV REGUJjATION in (lALfFORNIA 

The hislory of railroad legislation, in 1ho stale of (lalifomia begins 
with the year 18C1 At tluit time the only regulation to which rail- 
road companies were subject was eiiibodicd in a statute jias.sed and 
apiiroYod on May 20, iHtil, which was entitled- 

All lu't to jiiovido foi tlio iiU'i)i])(ii,itioii of ttnilruiid ( ‘oin]iaiiios, mid tlu- iiiaii- 
iigi'iiient of till' afCtt'uH thereof, niul oUier matters lelatnig tlieroto i 

According to this statute railroad corporations liad to have al lo.nst 
ten shareholders and stock had 1o be issued for at least jil.OtlO per 
mile, 10 per ceiil of which had aclually to he paid into the treasury 
before the certificate of ineorporatioii was granted The stockholders 
were to be subject to proiiorlional liability. Section Til j»rese,ribed tin' 
maximum rates tliat were to be charged: 

It .Oi.ill bo imlawfiil for tmy siuli iiiilioail coiiipaii}’ (o (■diaigc more Ilian ten 
cents per iiiilo fm ciicli p.issengoi, aiic] lifteen rents per mile for ructi ton of 
ficighl, liimsported on ils vond, and foi c\rry tr.iiisgrrssioii of hiicli liinitiltion, 
the eomp.any sliail be lialdw to the |iait) .suiformg Ihcudi.v, tu-blo the ontire 
amount of fare or freight, so ch.ugod to anrh party; PliUVlllKl) that in no casi- 
shall the coaipaiiy- be iisiiiiioil to leceive loss than tnciityfiw rents for any one 
lot of freight for any distanre. 

To the legislature was also resei ved the right to reduce rates, tvhen 
the net income of any eoiiijiany should exceed 2(1 ])or cent of its 
capitalization. 

Owing to the power of the lailroad officials, to their nn.scniiiulous- 
iiess, and to Iheir lack of any .sen.se of luihlic duty, this legi.slalion was 
absolutely useless. Public sentiment and resentment rose, Jiowever, 
because of the aggi-essioii of the (’entral Pacific (’orporathm, and 
brought about the jiassage of the law of lH7t). The regulation of 
public utilities m Oalifoi'iiia really had its inception in thi.s legislation, 
which wa.s approved by the governor of the state on April d, 1876.- 

This act of 1870 provided for the appointment by the governor 
of three eommissioiiers of transiiortatioii, who w-ere to hold oflice for 

1 L.tws of Cali foi nia, 1861. chap. 

s Linvs of Californio, 1875 and 1876, cliap. 515. 
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two years They were to have absolutely no connection with any 
railroad corporation or company during their term o£ office. The 
.salary of each commiRSioner wa.s I 0 be $3,000 per annum. The chief 
duty of this board of commissioners wa,s the supervision of steam 
railroads in regard to the accommodation provided and the security 
afforded the public Every railroad corporation was to file a copy 
of its tariffs with the commissioners and those rates were not to be 
increased in any way by the corporation. In addition, annual reports 
funii.shmg niformatioii specified m the act, had to be filed with the 
eommi.ssioiiers. Chapter 2 of the statute defined and prohibited 
extortion and unju.st di.scrimmation. 

It will be noted that the commissioners had no power over the 
tariffs of railroads so long as these tariffs conformed to those that 
had been tiled with the board. The statutory provisions of 1861 were 
the only check on the companies. 

The laiv of 1876 wa.s .superseded 111 1878“* by a measure wherein 
the thri'e transportation commissioners were replaced by one man, 
styled the coramis,sioner of transportation, -who was to be appointed 
by the governoi- for a term of four years. When the power and 
audacity of the railroads in California is recalled, the impotence of 
this legislation can be very well ganged by reading clause 16, which 
slated that the commissioner might examine complaints of discrim- 
ination (local, not personal) and endeavor to bring about an amicable 
settlement. 

In January, 1878, another act, which received the approval of the 
governor, indicated the growth of public utilities 111 (lalifornia and 
the gradual emergence of the public utility ])rohlcm. The purpose 
of this statute wa.s to limit and fix the fares on street railroads in 
cities and towns of more than 100,000 inhabitants. Accordingly the 
inaxiiuuin fare was to be five cents for each trip, each way.^ 

The next step in the history of utility regulation in California 
came with the adoption of the new state constitution in 1879. A 
uuraher of reasons brought this about, hut the details ai'e not neces- 
sary here. It is sufficient to saj' that during these trying times public 
resentment was fully aromsed against the railroad corporations, which 
had come to be regarded by the people as unprincipled exploiters; 
hence the de.sirc to reduce and to regulate the eharge.s of the Central 
Paedfie was one of the important motives for calling a constitutional 

-» Htatiites tif PiilitoTniw ]R78, cliaii, 641. Ttiis eu't M'lienleil llir one of 187S. 
tif CaHfornia, 1878, cliap. tl. 
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convention and adopting the conslitutioii of 1879 " ynbseqnent public 
utility legislation anil regulation in the state has been based upon 
article 12, sections 17 to 22, inclusive, of the constitution framed in 
that year." 

The fiiiidaniental law of the state of (hiliforuia cnntanied some 
very Ovjiress itrovisions as to the power of the goi ei’iiuient over trans- 
liortation Later airiendments extended tins to all iniblic utilities. All 
railroad, canal, and other transportation eompaini'S were declared to 
he common carriers and suhp'e.t to legislative control It was 
stipulated that; 

wlirnc'vci' a lailmail I'nrjioi.itioii aliall, tm the jiiniiasc af (omiictiag witli anv 
other common earner, loivei ils i.ile.s foi traiwiioitatum of p.isseiigeis or ficiglit 
from rum inmit to imollwr, hucIi iccliiecil sliall not be again iiiimtl or 

iiK'ieased i'lom hiuIi stamtaril iviiliout conHent of flic goveiiiim'iif at aufhontv m 
wliit'U sliiill lie tlie poiM'i, to u'giilate fairs and freights.! 

Discrimiiialioii in charges or faeililies for transportation between 
tilaues or (ler.soii.s was distiiielly forbidden, and f ran, sport a lion com- 
panies ivere prohibited from eharging more for tin' earriage of iier- 
.snn.s and jiroiierty of the same ela.ss, ni tin' .same diri'elion to any 
station, landing, or ]iort, than to any more distant station, poit, or 
landing" Thus Ihe long-and-sliort haul ]n'ovi,sion in a modilied form 
ivas eniliodied in the constitution of the state 

The Railroad Commission for the stale was created under sec- 
tioii 22, article 12 Three districts, as uearl> eiiiiai in ]>optilation as 
practicable were created, and eaeh of tliese was to elect a railroad 
commissioner, who was to hold ofliee for four years. The Coiiiuiission 
was given imwer over tran.sjKii'tation rates in tlie state and could 
preseribe a uniform system of aecoiinting, which tJic corporations 
were boimd to follow 

111 aeeordunce with the new eoiislitiifion, the fir.st legislature con- 
vening under it jmssed “An Aet to Orgaiii/e and Deiine the I’ow'crs 
of the Hoard of Railroad < VmimissioiK'i-s,’’'* 

Transportation eompaiiies wen- delined in seel ion 1-1 to include 
railroads (otlier than .street railroads), steam.ship Ime.s engaged in 
uiirastate traffic, and steamboat eomimnies operating on the river.s 

•’•“Manv of the itelegales were ehielP intereateii in tlie solutieTi of tills [iroh- 
lem, anil all were inuiressed with its jiupmtnnre. ” — Swisher, Curl 15 ., Motivuliim 
and Pohtieid Technique in Ihe Cahforiua Coiifitiluttonal Vonventum ■.M, 

« Constitution of California. 1879. art. 1'3. 

7 Coiistilutieii of California, 1879, art 12, see 20, 

9 Ihid , see. til; see in/i/t cliaji 6. 

» Laws of California, 1880, chap. 59, 
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and inland waters of California. The other .sections of the act merely 
amplified the provision.s laid down in the constitution. The legislation 
of 1878 wa.s not repealed and presumably it remained in force, in so 
far as it was not inconsistent vidth the constitution. 

For the next thirty years there wa-s no further legislation con- 
cerning public utilities. This is not to be interpreted as a proof of the 
effectiveness of the laws we have ,-)Ust sketched. Indeed the actual 
circumstances were the very opposite. The history of regulation dur- 
ing this whole period was one of utter helplessness, and often 
unscrupulousness, on the part of the Commission ; and of gross selfish- 
nes.s and lack of public spirit on the part of the railroads. It was an 
excellent example of private interest running not, aided by 
irre.sponsible government.^" 

A fairly good summary of the situation down to 1911, is given by 
Harley W. Bnindige, president of the Railroad Commission of 
California, in the annual report of that body for 1920-1921: 

Tn tliose early (lays the putlie had no supci'vi.iion at all, either over rates oi 
over the (juality of service rendered hy tlie coiporations snppljing these o.s.sentiaI 
services lu those unhappy days the rule of rnte-mnking was “all the traffic will 
bear” and the rate-making power, vested as it was in the public utility 
corpur.'itiona was luado an instrument to burden and to oppress the people 

Particularly was this tiue of tho raihoads oxexcising the rnto-inakiiig power 
to favor or to oppioss, not only individuals, but whole communities. .Oertain 
shippers were favored in rates over their business competitors in the same line, 
lebatos wore granted to the favored few, and those who incuiTod tho wrath and 
displeasure of the railroad were denied imvileges and facilities to which they 
were by light entitled. 

In those early days the individual who asserted that the business of tho 
lailroad company, or any othei public service utility, differed in any ninimor 
fiom the business of the retail merchant or of tho farinei* in selling his own 
products, was regaided as a radical, dangerous to tho state and to society 

When in 1879 it was provided in the now constitution that the Bailroad Com- 
missinn be eieatcd and given .iurisdictinn over the latcs of railroad companies 
and charged with tho specific duty of seeing that passenger and freight rates were 
non-discriminatorv as between individuals and communities, there was a great 
outcry that tho state was interfering with private birsiness over whieh it had no 
concern. !so lethaiglc was public sentituent, so complete wa.s thi' political contiol 
of tho railroads, that it was not until 191X that the legislature of the stale of 
California adopted proper legislation to give force and offieel to the constitutional 
provisions mloxiteii by tho xieoido in 1879.“ 


For a thorough aeeonnt of the political activities of the Oalifornia railroads, 
SPO Daggett, of the Southern Paeifle especially chapters 11 and 12. For 

an interesting account of tho liuilroad Commission of California up to 189S, .see 
,H. B. Moffett, ‘‘The K.ailroad Coiimiisslon of Oalifornia— A Study in Irresponsible 
Oovernmenl,” Annah of American AciiiJemy, vol. fi, March, 1895. 

M Annuftl Report, C. It. 0. 192(1-1021:21-22. 



1932] Prgrum; liafe Thmriex and the Calif ornui R R CommRision 


a 


A gradually awakening public Kentinient, however, broke the long 
period of inactivily and inatleutioii ni 1901) People insi.sted upon 
reform, and although it was two years before anything very effective 
was accomplished, yet the wedge had been inserted anil drastic changes 
•soon followed. The Wriglit Act of 1909 was entitled “An Act to 
provide for the Organization of the Kailroad rominission of the State 
of California, and repealing the Acts of 1R78 and 1880,“'- This 
.statute raised the .salary of each eoinniissioiier to .iiO 000 per year 
The commissioners had the jiower to establish niaxiniuin rates, and 
they weri' given jnrisdietion over railroads operated for eomniereial 
pnrpo.se.s, expie.vs companies, .sleeping-ear companies, and eomiianies 
operating vessels engaged in carrying freight nr passengers on the 
waters of the 8tate of California. No changes in lates could he made 
except after thirly days’ notice to the eonimission and to the public. 

The growing desire for effective control over the piihlic utilities 
111 the state culminated in the legislation of 1911. In this year t,lireo 
eouslitutioual ameadmeiits were ado[iied and two acts juissed, the 
more im[iortan( of the latter being the Public Utilities Act of 1911, 
wliieli forms the core of utility regiilatioii m California today. All 
siibseijuent legislation has been an adajilalion of, or an addition to. 
the original statute 

The first measure of the senes was the liailroad tlomniission Act 
or the iStetsou-Eshleiuun*Aet, apjn-oved on February 9, 1911.’“ This 
statute refiealed the tlus'c preceding oiie.s — 1878, 1880, and 1909, the 
constitution of the hoard and the .salaries of the meiuhers, however, 
remaining the same. All tniiisjiortatioii eomiianies were to be under 
the jurisdiction of the board; the term traiisiiortation company 
included all railroad, express, despatch, sleeping-car, dining-car, and 
drawnig-rnom ear eominuiies. all refrigerator, oil, stock, and fruit 
car companies, and all ear loaning, car renting, ear loading, and all ear 
companies, and all companies operating vessels engaged in the traiis- 
poi'talioii of freight or passengers between points within the state. The 
act stipulated that it was the duty of the Connin.ssion, and the (tom- 
mission was given power, to establish rates of charges, including joint 
rates over through routes, for the timmsportatiou of freight and 
lia.ssengers by all railroad or otlier transportation companies, subject 
to the provisions- of that statute. Moreover, if it min believed that 
any charge was unreasonuhle or diseriniinatory, or any .service iiiade- 


w Laws of California, 1009, chap. 3X2. 
la Laws of Oiillfonuu, 1911, chap 20. 
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quate, the board could investigate upon its own motion, and if necos- 
sai-y prescribe a public hearing. Authorization was given the Coinmi.s- 
sion to ascertain the actual value of all the property owned by any 
transportation company in the state, the actual value of the property 
used for the convenience of the public, and the market value of the 
capital stock and bonded indebtedness of every such corporation. 
The Cnunrnssiou was cmjiowered to prevent discrimination, and the 
“long-and-ahort haul” principle was to be adhered to except where 
pernii.s.sion to do otherivise wa.s granted. All transportation com- 
panies were to keep their accounts according to a uniform system, to 
he prescribed by the hoard. 

The legislature of 1911 decided that the powers of the railroad 
commissioners should be increased to cover all classes of public utilities 
Avithin the state, and that the scope of the Commission’s powers over 
sncli utilitie.s should be extended to include, in addition to rates and 
aceounting, matters of service and finance. Accordingly, three consti- 
tutional amendme,nts were submitted to the people of the state, and 
were adopted at a special election held on October 10, 3911. 

Assembly Constitutional Amendment No. 6’^ provided for a Com- 
mission of five members to be appointed by the governor from the 
stale at large. After January 3, 1935, each member Avas to hold office 
for six years. The commj.s.sioners, or a single commissioner, might 
estahlisli rates of charges for the transportation of pa.ssengers and 
freight by railroads, and other transportation companies, and the 
latter Aiere compelled to abide by .such rates. In addition, poAver Avas 
given to examine all the records of such companies and they Avere 
compelled to adopt a uniform system of accounts a.s prescribed. 

As.sembly Constitutional Amendment No. 50 forbade any trans- 
portation company to i*aise its rate.s AVithout p(‘rmis.sion from the 
Commission and the decision of the latter “‘upon the shownug .so made 
shall not be subject to review by any court except upon the question 
Avhether such decision of the cominis.sicm Avill result m confisealion of 
the properly.” Violation of Ihe “long-and-.shorL haul” principle Avas 
forbidden, and no greater charge, Avas to he made for a through rate 
than the aggregate of the intermediate rates, subject to the provi- 
sion, however, that the Corawission might alloAv exception.s after 
immstigalion.’'' 


n Tjaivsj tif Catifimiin, 3011, cliap. 53. 
15 haws of datifornia, 1911, otni)!, Sw) 
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y^>!iate Con.stitiitioiial Animflmoiit No 47 dofiiital a puljlic utility as 

J'Jveiy iiiivato eoi porntion, iiml every indiviiinal oi ussouulion ot iiidiviiiunls, 
(nvn)jjj', iipi'i'atoig, ninniiffijjir, oi voiiliolhnjf iitiy cmiiiiieriMHl lailioml, uilei- 
uibnn railroiul, stieet lailioad, ean.il, pipe-lino, ]iliiiit m equipiiietit, or any pait 
oi! budi laiUoail, eaiial, pijie-line, plant oi eqiiipimint witlim this state, for tliii 
traiispoilatioii oi eouvey.ince of passengeis, or expiess iii.iKei, or fioiiflil of any 
kind, inidiidiiiff crude oil, oi for the liaiisinission of toleplioiio or (elepraph 
messages, or for tin- jiiodiictioii, {reiiei ation, tiaiisiiiissioii, deliM'ry oi f iii iiisliiiig 
of heat, liglil, water, oi pnwei, oi for the f uriiihliiiig of stoiage oi ivhitifago 
facilities, either diiecfly or iiidiiecfh to oi foi the puhlic, and every common 
eiirriei. 

All sncli wore (loelared to bo siibjotU to tlio roojnliitioti iiini control of 
the Itaih'oad ('otiiiiiissioii and also auy othiu-s that the ieoislaturo 
img'lil add at any siib.soqiioid date All powers owi utilities {irovi- 
oiisly invested in [lolilical subdivisions of the stale were transferred 
to the (jonunission, exeejit that any eity or eonniy or ineorjiorated 
eity Of town inight vote to retain the eontrol over utilities in its area.'" 

Prior (0 the enactment of the Public Utilities a\el of Decinnber 2 .j. 
1911, the [itililic had practically no means of seciirin" ev'en a[iproxi- 
mafely fair rates- from any utility other than railroads, The fniii- 
ehise.s a.s trranted to companies eontaiiied slipnlatioiis us to raten 
to be eliai-ired, but since the.se contracts were nsiially for forty yenr.s 
this melliod of reiriilatioii was ohvioii.sly niijiist and inequitable A.s 
a re.siilt of the failuie oi fraaeliise rate.s lo protect public intere.st, 
the control over eliai-e-es had been tfiven to ininiieipalitie.s and eouuly 
boarils of snpervi.soi-s, Thi.s ])!an, aJ.so, proved iinw-orhable and far 
too exjiensive Efficiently orpanized eor]iora1ion,s proved loo powerful 
an intiiienee in local alfairs, us did the railroads ni .stale, and muiiiei- 
jial regulation broke down, lienee the provisions in the constitutional 
amcinlraenls of 1911. 

While the legi.slature and the state were bii.sy modifying the con- 
stitution, the Kailroad ('oinimssmu Ava.s collecting information which 
was to lie valuable for legislative pnrjioses. lleiihunig the ineviialile 
movement toward regulation tlic board sent its attorney, Mr. iillax 
Thelen, to investigate the leuthug railroad and public serviee commis- 
sions of tlie nnited States. Upon his return, the (himimssion, together 
with certain members of the state legislature, framed the Public 
Utilities Act and it was introdneod to the Assembly on November 28, 
1911. Governor Johnson approved it on Dt'ceraber 23 and il became 
effective on ]\!areb 23, 1912. Since 1911 a goodly number of laws 


nil.fov.s of Calif«i'ni!i, 1911, ('biip. 60. 
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have been passed wlijch have either added to or amended the Pubhc 
Utilities Act of that year. We shall shoi-tly take note of these as 
they are embodied in the act to date. There were also one or two 
other changes of importance which should be noted here. 

The Hewitt Election Act, approved by the governor*’’ on January 
2, 1912, gave force to amendment No. 47, and provided that any 
city or county, incorporated city or town could, if it so desired, vote 
to transfer its control over public utilities to the Commission, and 
could, if it so wished, re-invest itself with such powers at a future 
election 

On November 3, 1914, section 23 of article 12 of the constitution 
was amended by giving the legislature the power to confer upon the 
Railroad Commi.ssion jurisdiction over all the rates of all privately 
owned public utilities in the state, whether in incorporated cities and 
towiLS or in unincorporated terntory, but not to municipally owned 
utilities.'* The authority thus conferred wa.s exercised by the 
legislature the next year. 

On April 23, 1915, the Public Utilities Act was revised and in its 
revised form became effective on August 8.'" The Hewitt Election Act 
was likewise changed to meet the new conditions. 

The power.s which the Railroad Commission of the state of Cali- 
fornia exercises are thus seen to be derived from two main sources : 
(1) the provisions of the constitution, whiSh have already been clis- 
cu,s,secl, and (2) the Public Utilities Act, originally pasised in 1911, 
and revised and re-enacted in April, 1915. In addition, at every 
session of the legislature since then amendments to the act and new 
statutes adding to the powers of the Commission have been passed. 
We shall not talce the lime to discuss these nor shall we enumerate 
all the provisions of the aet itself. It will be sufficient it we discuss 
the status of the Commission as embodied in the legislation 1o date.““ 

The Public Utilities Act provides for a Railroad Commission of 
five members appointed by the governor from the state at large, each 
member holding office for six years. The powers of the Commission 
pertain to public utilities in California and these utilities are defined 
and set forlh in the act. At the pre.sent time the utilitie.s doing intra- 

w Laws of California, 1911, cliap. 40. 

IS Anseinliiy Constitutional Aroemlnient 62, cliax' 93, Stat. 1913. 

t»Lnws ot California, 1915, ehai). 01. 

s«A Biimni.'irT of tho legislation to (Into pan always bo found in the latest 
rexinrt of the California Railroad Comnuss’ifm. A copy of the Public Utilitioa Act 
is published after «aeh session of the legishituro. It contains tho legislative 
ouMlmeatB, pertaining to Pnblie Utilities, to dale. 
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state business and subject to the jurisdiction of the (iommissiou are 
as follows: steam railroads, eleclvie railways, express eoinpaines, 
.sleeping-car companie.s, electric eompanie.s, ga.s eompanie.s, telephone 
and tclegrapli companies, water companie.s, ivarehoiise companies and 
wharfinger.s, auto stages and auto truelcs, and pipe-lines Nine airplane 
corporations have also tiled rate schedules with the hoard 

The act contains some very exphaii provisions coneerniiig the 
duties of ]niblie utilities. Section 13 states that all charges made liy 
public utilities shall be just and reasonable, while section 14 makes 
it obligatory to file .schedules of all rates \ii1h the Oomnn.ssioii , the, so 
schedules must state se()aralely ail lerminnl (duirges No charge made 
by any public utility can lie ehange'd except after thirty days’ notice, 
unless special permission to do so is received No eoimuon carrier 
can charge or receivi* any greater eompeii.satioii in the aggregate, for 
the traiisiiortation of (>ersons, or a like kind of property, for a shorter 
than for a longer distance over the same line or route in the same 
direction within the state, the shorter henig inehiderl williin the longer 
di.stance, nor charge any greater compensation as a through rate than 
tile aggregate of the intermediate rates.-' Tins same jirovision applies 
to telephone and telegrajih corporations. It is iiiuUu'stood of course 
that the Coinmission ha.s the power to modif.v th(>se eomlitious as 
it .see.s fit. 

No street or uiterurbfln railroad eoriioration may charge, demand, 
collect, or receive more than five cents for one contirnums ride in the 
same general direetion within the eor))orate limits of any city or town 
without the eon, sent of the riomrai.ssion. Every [tiiblie utility i.s 
required to submit rejiorls m the form prescribed by the (.'ommission, 
annually and at any other time desired, ami also to furnish any 
statistics that may be requested. 

The powers and duties of the (’ommission itself are set forth at 
length in seetioiis 31 to n'J. This body may hear case.s on its own 
motion nr Uiioiii complaint, it may determine uhat rates are just, 
rea.sonahle. and .suflieient, and may eoiufjel the jniblie utility eoii- 
eerned to abide by its fimliiigs. It may invest igmfe rales or tolls when- 
ever it wishes, and if they are found to lie excessive or diseriminalory, 
it may prescribe new ones. The ('ommission ha.s supervisory power 

Anniuil Tioport of the 1?. 0 1928-20 ■ 13, Tlie PnWu', Utilitii’s Act iloc"! 
not give the ('miimissioii jurisdiction over aiuniff triinspoitutum Imt iiiri'raft, 
earners iue rwpiinsi tii- state constitutional proviBinii.s tu tile tariifs, ami roust 
spenre penniaBioTi befon* ranking chnngi'a. — Ihid.'.IO. 

*8 Piiblie XJtilltie.'i Act, sec, 15. 

8a IhUl. me. 24 (A). 
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over the service rendered by bodies under its jurisdiction and it is 
necessary for any one carrying on a public utility business to secure 
a cerlifieate of public convenience before undertaking operations 

In order to facilitate the regulation of rates and to aid in deter- 
mining wliat IS a just and reasonable charge, the Commission is 
authorized to ascertain the value of the property of each public utility 
in this state, including any fact or element of value which in its 
judgment may or does have bearing on such value Furthermore, 
it can require that the utility eoiniianics follow a system of accounts 
which must not be inconsistent with that prescribed by the Interstate 
Commerce Commission. Finally, depreciation accounts, new coiistriic- 
lioti, transfer of iiroperty, issue of .stock.s and stock certificates, bonds, 
notes, and other evidence of indehtedness are all to be bandied 
according to regulations prescribed by the Commis.sioii. 

The bust portion of the act, .seel ions 5,1 to 86, deals with the pro- 
cedure before the Railroad Commission and the courts. Section 67 
IS the most important for our purposm It stipulates, among other 
things, that “The findings and conclusion of the Commission on 
questions of fact shall he final and .shall not bo subject to review. “““ 

It will be noticed at once that the Ruhlic Utilities Act of Cali- 
fornia doe.s not lay down definite rules of rate-making. Although the 
law gives the Commission Ihe power of valuation, it docs not .say what 
a reasonable return is; it does not set a rate level nor does it lay down 
the rule to he followed in deciding what i.s a reasonable rate The 
power to determine the property value of a utility is given so that 
thus knowledge may be available for the guidance* of tlie Commission; 
but the Commission is not eompelled by statute, how'ever, to determine 
a rate base. 

The.se provisions in the California law' give the regulatory body in 
this state more discretion in fixing rato.s than is po.ssessed by the 
Interstate Commerce Coianiission. Tlie latter body is compelled by 
laiv to fix rates that will, as nearly as possible, give a fair return on 
the aggregate value of the projierly of the earriei’s used and useful 
in the service of trausiiortation. Moreover',' the law preseribe.s W'hat 
coimtitutes a fair return, and the Valuation Act of 1913 lays down 
the rules to be followed in determining the rmlue of raihvay property.-® 

!'i sec. 4.7 (A). Valuation is not obligatory .so for as the Comtnisaion 

is eoneerned. 

26 rm., see. G 7 . 

M Valuation is iiinilo the biisia of rate leguUition in tViswmsitt, hut the Publio 
CtifitiBs Couimissicm itself has the power to dotermine wh.at the rate n# roturn 
slmll he. See Jlolmes, l'\ L-, Jiegvhtum of Satlnxufy and UHlUies in Wmonstn, 
p. 4!S f. 
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A review of public utility legislation in CaliConua shows that, 
while some of the measures perhaps were hastily conceived, the general 
movement has been one of slow growtli over a long period of time, 
and the existing legislation is the result of careful thought and study 
The act of 1911 marks a turning ])oint in utility history in the state 
Unregulated and unbridled inuvale ownorshii) had showed ilself quite 
me, a liable and intolerable; hence llie introduction of rigid public 
supervision For a considerable (imc llie Clnnmiissinn labored imder 
a lug handicap, namely, the had inhenlanee left by the utiliiies them- 
selves Tins should be remembered wJien a critical estimate of the 
work and results of regulation is lieing made Actual iiroeedure may 
he ehalhmged, hut the history of pulilie utility legislation leaves little 
room to doubt tlie desirability and necessity of regulation. 
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CHAPTER. II 

PAIR VALUE 
Introduction 

Analywis of the decisions of the California Railroad Commission 
reveals the fact that a nniiiber of distinct principles have been used 
in its rate-making policy. In many inslaiice.s the basis upon which a 
particular decision ha.s been made is stated, in other cases it must be 
inferred; but nowhere can there be found a complete statement of all 
the theorie.s and factors which have guided the Commission on all 
the occasions when it has been called iqion to render its verdict. At 
one time it lias used one rormiila, at another, others liave been enunci- 
ated, while often a number have been combined in various ways, The 
classification Avhich has reeommeiulcd itself as being ino.st suitalile for 
analytical (iiirjio.ses is the following- (1) Fair Value, (2) Fair 
Return, (ii) Cost of Service and Particular Rates; (4) What the 
Traflic AViil Bear; (.')) Competitive Rates , (G) Potential Compel it ion; 
(7) (Amparative Rates. If .should be noted,, however, I hat any such 
classification is more or less artificial, and that at no time are the 
aiithoritie.s rigidly bound by formula. Each ]>roblein is considered 
on its merit.s and the uonclu.sion reached in a case as a whole is the 
one designed to give the best .solution. These remarks should be borne 
in mind when the following discussion is read. 

The itresenl chapter is an analysis of the theory of fair value as 
developed by the authorities in (’ahfornia. and of the application of 
this theory in order to determine what tlie fair return of a utility 
may be and in the opinion of the coimnissioners ouyht to be’ An 
examination of the doci.sion.s of the California Railroad Cknnmis.sion 
demonstrates conclusively that its members have at all times kept 
theinsi'lves closely in touch with developments elsewhere, especially 
with the Interstate (Ammerce Comrais.sion, the Wisconsin Railroad 

’ “Tilt* sooner it is inulwstood li> the utilitic-s tliiit imiks moiloni conditions 
tlie.r are literally ut tlie mercy of tlie State, the sooner tliey will realize that only 
eqiiitnMe consuleraiions are the ones that will finally have weight, and until coni- 
niissions an{l courts nqircsenting thu sovereignty of the Stnte realize that alw.ays 
they should make the ‘ought’ detennine tho ‘must’ such ('overnmental agencies 
haw not boeuine equal to their task.” Oiiii of Monteicy is. Coast Vatlnia Gas 
and Blectrio Co. 4 0, B. 1306. (Italics mine.) 
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Commission, the Supreme Court of the Ihntert Stales, and the various 
stale and federal courts Hence it is safe to say that the policy in 
California is typical of what is lakiiif^ place in the field of utility 
regulation in general. 


Path, Vai/UE imu IlATE-Iir.vKiiN'u 

Determinalion of the general levid of rates on a eosi lia.sis places 
upon the shoulders of llie regulating authorities the responsibility 
of deterniining what the total cost of rendering utility service to a 
eomiiiunity is and ought to he Obviously this total cost must inelmle 
a return to owuiers of nlilily enterprises siiffien'iit to induce them to 
slay 111 the Imsim'ss and meet the needs of 1hos(‘ clemnudiiig service. 
Couseiiueiitly, it is deemed neee.ssary for those in charge of regiila- 
tioii to (h'terminc the respective sums of iiioiiey iiixni which investors 
111 public utilities are to be allowed a return, the rate of return 1o be 
granted on the sums as fixed, and, lastly, the total revenue nece.s.sary 
to give the prescribed return 

Thrones of rote basis — 

The first and most fundainental tn.sk with which the coiimiissioiiij 
and courts are confronted is determination of the “fair value’’ upon 
wJiieli a return should iTe allowed. 

Ill spite of its overwlielnimg iinportnnee, or probably because of it. 
the problem of whul the rate base should he is one of the most ilis- 
puled (piestioit.s in the field of regiilulion today Three niaiu theories 
have been advanced m tins eonnection by the courts, coiniuissions, 
and utilities, re.spectively ; tl) the so-isilled theorv jiostiilated in 
Smytli vs. Ames, (‘21 original cost to date, sometimes oalled historical 
co.st ; (.'H cost of repioduetion 

In the celebrated case of (S'liii/t/i e,\', Ames, Itil) IT, H, 4I)G (1898) 
the presidnig judge. Mr -hislice Harlan, laid down the principles to be 
followed in determining the reasoiialileiiess of the rates of a utilit,y 
company, in the following terms: 

In oriler to iisccitain tliat value the origm.al cost of ttiUHtiuclion, tlic amount 
e.xpeinled in pevmniient imiiiintmeiil.s, tlu' imiuunt and market value of its biuiils 
and stocks, tiie present as eoinpated with the original coat of conatuictnm, tile 
prnbnblo earmiig eapaeity iimler p.utieulni rate.a presculiwl tiv statute, and tho 
sum impmed to meet operating expenses, am all matters for consideiatioii, and 
ari‘ to he given .such weight as may lie just and right in i*acli ease. We do not 
say that there may not tie other inutterfi to lie regarded in estimating the value 
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of tUo property What the eomijany is entitled to ask is a fair return, upon the 
value of that whieli it employs for the public convenience On the othei hand 
what the public is entitled to demand is that no more be exacted from it for 
the use of a public highway than the services rendered by it are reasonably worth , 2 

This basis includes a number of very general factors, and no rule is 
prescribed ‘whereby the relative ■weight to be given each can be meas- 
ured. The decision itself formed the basis of valuation set forth in 
the Valuation Act of 1913, governing the Interstate Commerce Com- 
mission Jt also furnished the foundation for the valuation of utility 
property by the California Railroad Commission. 

A second method of determining the base upon which rates shall 
be fixed is that of original cost I 0 date or historical, cost According 
to this theory the rate ba.se rejiresents the aclual sacrifice of the 
investors upon -which they are entitled to a return from the public. 
Thus the original cost of the property may he found by adding to the 
cost of the original plant the cost of additions and betterments, and 
deducting depreciation; or by finding the actual cost- oC the present 
property u.sed and useful in the public service, and deduclmg depre- 
ciation. The latter is the theory that has been followed in the main 
by the California Commission in setting the rate ba.se. Mr. Justice 
Brandeis and Mr. Justice Holmes in dis.sontmg ojnnions in; Souih- 
western Bell Telephone. Co. vs. Pul) Peru. Com 0 / Mo., 262 U S. 276; 
and Blnefield Water Worhs and ImprovementfCo. vs. Puh. Serv. Com. 
of West Virginia, 262 U. S. 679; held to the prudent investment basis 
also; and in delivering the opinion in Georgia Railway and Power Co. 
vs. E C. of Georgia, 262 11. S. 625, Mr Justice Brandeis again took 
the same stand.''' 

The third basis on which rates may be fixed is the emt of repro- 
duction of the property used and useful 111 the luiblic .service This 
may be the eo.st of reproduction new less depreciation, of the property 
as of the time of valuation: or it may be the cost of reproduction new 
les.s depreeiation of the identical plant iiiider original conditions. The 
latter corresponds to what the California Comnii.ssion calls the 
“present value” of the property used and ii.seful in the public 
service.* 


! 169 U. H. 4(56, 546. 

c Hec> Bauer, J., Jlcffiitatwii of I’uWio Utihtwg, chap. 5, for a (liscugBion of 
tlieso eases. 

^ Sec Vegi'uni, D. 1’., “Ijpgal vs. Economic Priiieiplos in Utility Valuation,” 
Journal of Land ami Puitw VtUUy ’Economies', 6:127-135 (May, 1930). 
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General thconj of valnatmi — 

Before discussing Ihe method employed by the California Railroad 
Commission in determining what is a fair value for rate-making, it 
will be instructive for us to review the general theory of valuation 
employed iii the valuation cases. As we shall see later, the methods 
used in this state have been praetienlly the same as those of the 
Interstate Commerce (Vmiraission, the actions of both bodies having 
their origin in Smyth vs Ames 

The California Commission originally derivunl its aulhorily to 
determine the value of all the properly owned by any Iraiisjiortation 
eompaiiy, and useful in the luiblie serviee, from the Stetson -Eslilenmn 
Aet of 1911." The [irovisions eontamed therein were carried over 
into the 1‘nlilic Utilities Act of Dei’emher 1911 effective March 23, 
1912. By virtue of this legislation the ]io\ver of the Commission on 
valuation was e.xlemh'd to include all public utilities ojieratmg williia 
the state of Calil'ornui, scelion 47 of the act, giving the Commission 
the aiitliorization, section 70 setting forth the method of lu'oeedure " 
Tins act (lid not, howerer, say what items tlie authorities wau’e to 
eotisider in their ('valuation ])roc(‘('(iings This was in strilciiig contrast 
to the Valuation Act of 1913, for the California Railroad Conimisaion 
was given a much fri'cr hand than was the interslah' body. 

The first railroad valuation ease in California, iiisti(ut(*d on the 
Commission’s own iintuilive, w'as that of thi' i^tochinn-TominaJ and 
Euxtern Railroad Conijianri, eondueted by Commissioner Thelen ” 
Tlio importance of this opinion lies m the fact that it set forth in 
detail the method to he followed in valuation cases and beeaiiie a prece- 
dmit for the suhsequent inoeediire of the Commission Con.seipiently 
it will be udvantag(‘ous to (liseus.s it at some length. 

Tlie eases on valuation conducted in California have been reajly in 
the nature of investigations into the cost and capital accounts of 
the coriiorations coiieeriH'd, rather tiiiiii decisions on the value of the 
property in an economic sense. Moreover, the findings have been 
entirely irrespective of the use to wdiieli the figures might be put 
for any particular purpose ami lienee tlie “values” set forth by the 

“ Hee Jones, E., Pnneiplcx nf llmlinui Trannpoytittutn. "64 f. Tim Valuation 
Act of 1913, from whioli the I C C. Jerhcil its niithorit)' on valuation, was hased, 
aa far as eonaulerations of points to be cousulered in valuation W(‘re coiu’unmd, 
on tlu' (Iwishm reniloreii ni Knijth ta. Ami's. Tt should he noted that the applica- 
tion of the tliemy of valuation to rttte making hii.s hail a different hiblory iu 
OUifoniia from that which it has had in interstate commerce. 

a haws of California, 1911, chap. 20; mpra, chop. 1. 

1 l^ubiie Utilities Act, sections 47 and 70 s 20. B. 0. 777. 
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ComiiHSMion in these eases have not necessarily been used as rate 
bases; instead, they have merely formed a guide, -when occasion has 
arisen to use them “ The findings in this case were discussed under 
the following headings : 

(1) Organization, (Jonstruction, and Operation 

Pacts concerning the history of the formation of the company, 
the .subsequent building of the railroad, its period of operation, and 
the nature of the territory it traversed, were all set forth 

(2) Stocks and Ifonds 

Under this heading the Commis,sion considered carefully the 
financing of the company The stocks Issued; their selling price; the 
bonds issued, their kind, and soiling price; and the promotion 
expenses incurred in marketing the comiiany’s stocks and bonds were 
all enumerated in detail. Tn other words, the whole problem of the 
fiiiaiicial organization and capitalization of the concern wa.s thoroughly 
investigated. 

(3) Keveniie.s and Expon.sc.s 

The evidence used here was merely a statement from the last 
annual report of the company on file with the Commission which 
presented in detail the operating I'xpcmses and operating revenues 
for the year ending June 80, 1012 

(4) Original Cost 

This term was defined hj^ Mr Thelen as fellows: 

Tlie term “original ru.st’’ as used m this opinion, inenns thu actual exiicnili- 
tiu'cs, in e.ssh or its oquivaloiit, bv Hie lailro.nl roiiipany for thu jihysical olemunls 
entering into ita opeiative propeity as of .hine SO, 1912, to which are aihlod 
overhead expenditures foi engiiieeniig, law, uitoiost and commissions anil siuuliu 
items ■ 0 


o“lii milking llndiiigs in this case I shall no! make a general linding a,s to 
till) value of the propeity of this railroad Value is an elusive teini, and what 
may pioperly be ii value for one purjiose may be eiitiioly impioper a.s a value for 
another puipose. I shall rather find speeifie facts beaiiiig on the quoation of 
value, as shown by the evidence m this case, leaving it to the future to use those 
facts or such thereof a.s may be inateiiul in any proceeding in which these facta 
may liecome relevant. The fact that a linding is made on a particular matter is 
not to be taken as expiessiug the view of this f'nmmission that that paitieular 
matter should enter into a (!onsid(‘ratioii of Ihe value of the property of this 
railroad company for any partieulav purpose. Por uiataiice, I shall find in this 
case that it cost a certain amount of money to sell the lailrorut company’s stocks 
and bonds. Tu making this finding I shall not pass on the (luestlun as to wliother 
thi.s amount ivas a I'easonnblo amount of moiipyr to exjieiui for that purpose or 
whether this fact should bo consideied at all, in .subsequent controversies affecting 
thi.s railroad as to rates, the issues of securities, or m other matters, I shall 
content iny,self with finding the facts witli reference to different elements whioh, 
propel ly or improperly, have from time to time been considered by the courts in 
cases in which the value of the property of a rnilioad company has boon 
lunterial.”— i6i4.:780. 

» Ibid. :78a. 
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The eiiirineering department of the Railroad (Joinmissioii investigated 
carefully the original hooks of account of the railroad company and 
then followed this iij) by an examination of the original vouchers 
Clortain discrepancies necessarily existed between tlie original cost as 
determined by the engineering department and by the railroad com- 
pany itself Tims it was necessary for ifr, Theleii to deferniine from 
the evidence whether items belonged to original cost or to some olher 
category, and what tlie correct amounts were. From this the total 
original cost was finally determined. 

(5) Reproduction Value 

Mr. Thelen defined reproduction value as folhnvs: 

Ttio ti'im “ ic|iiotliii‘tiou v.iluc,” ns imril ill Huh opinion, inciiiw tlic I'sl iiimlod 
cost. iTi Cinsh of ncqimiiig the opcrnluc iiglit of wav and otlici loal CHtatc and of 
reproducing in tlie condition in wliieli i( wiiH acqiiiied tlie otliei opi’iative pliymcfil 
pioperti of ttio Ktocltton Teiniiiial and liasti rn ttailiond Conipani as of liiiiie .'10, 
1912, to wlnWi are added nverliead e\peiiditi!r('s for engineering, law, interest and 
commiasioiis and .similar items.'' 

In fixing the roprodiictioii value of the rigid of way and statimi 
grounds, the (.'ommission first ascertained their market value by usimg 
recent sales of iirojierly in the vieiiuty and the prices at wlueli the 
land was held by its owners at the time of invest igal ioii , tlieii it 
applied the miiltiiile of ] fi on the theor.^ that it costs on an average 
one and oiie-half times the normal marlcef- value of ahultitig 
property to acquire right of way in country districts by purchase 
or eondeinuatioii for railroad jmrjioses. 

Kstimates were then made of the reproduction cost of the rest of 
the jilaiit. In addition to this, pereenlages were allowed umler the 
heads of engineering, law, interest, and coinniissions. The item of 
engineering inehuled an allowance for organization expenses, while 
the ilem of inleresl and eommi.ssious ineluded pninurily interest 
during eonsti'uchon, the engineering’ department assuming that it 
would have taken one year to leproduce the railroad ami that all of 
the eaintal would have been tied ii]) half of the time or half of the 
capital all of the time 

(6) Present Value 

This term vva.s interpreted as follows; 

The term “pie.seiit vahie” as used in this ophiion, means tlic “ rein oilaet ion 
value” less Iho iliminiiHon m the value of the phyaieiil eleinentH of Ihe propeity, 
due to use, age, ohaoleseenee .and inadequacy. Wliiitf this v.due nniy, under eertain 
eireurastanees, include appreeiathm as well as depreciation, no appreciation is 


o Ibul. :7S5. 


'•-■ihid.:789. 
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found in this case. The term "depreciated reproduction value’’ may propcily bo 
used as alternative for the term "present value.’’ It should be distinctly under- 
sioocl that when this Commission in this opinion .and the engineering dcpaitinent 
ill its e.stimates Uses the term "present values,’’ it is not intended to establish 
the ultimate fact of present value, as that term is ordinarily used, hut rather the 
"depreciated reproduction value’’ of the physical elements of the operative 
piopeity as of June 30, 1912.13 

The engineering department of the Commission made a careful 
mvesligation into the average life and .salvage value of tlie different 
classes of material and labor, n.sing the .straight line method of depre- 
ciation. The Commissioner found it noce.ssary to make some additions 
to the estimate of the engineers in order to find the final present value 
of the railroad company. 

In estimating the reproduction value of land in this case, Mr. 
Thelen used market value multiplied by 1 fi While he did not state 
just what wa.s meant by market value it .seems logical to interpret him 
as meaning the price that the land m question would fetch m the 
market for its highest present use other than for public utility pur- 
poses. At least this wa.s the .stand he took in the application of the 
Marin Municipal Water Thsirict for the Commission to fix the price it 
should pay for the properly of Ihe Mann Water and Power Company, 
when lie .said : 

If T own land which is adapted to llie raising of wlicat, ami lhafc is its highest 
present use, a piirchasoi of that land will pay me fiir it in view of this use. If I 
have not sown the land to wheat, I will receive payment only for Ihe land, in 
view of its use.s. On the other hand, if 1 have sown the land to wheat and there 
is a crop of wheat standing on the land at the, time of its sale, I expect to be 
paid not merely for the land, but also for the crop whn h I have raised thereon I'l 

It must be borne in iniud that Ihe theory of valuation held by the 
California Railroad C'oinmi.ssion and discussed m the preceding pages 
i.s not con.sidered in connection with the u.se to winch the valuation is 
being put. All the Commission is concerned with under such cireum- 
stauces is the determination of elements wliieli go to make up the 
value — value being based not upon income but upon elements of 
cost either actually incurred, or hypothetical. lienee these elements 
are only guides to be used in linding what Mr. Edgerton called the true 
vfilue of the utility, which true value will depend upon llie circnm- 
stances of each particular ease and the puriioses of the decision.” 

A case, important because it added considerably to the general 
theory of valuation, was that of the valuation of the property of the 
Central Pavijic Eailimy Company hetiveen Mojave, Ivern County, and 




« 0 0. It O. 507, 528. 


” Seo 7 0. R. 0. 597, 607. 
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Owenyo, Inyo County, California."’ This was one of the valuation 
cases brought on the Commission’s own initiative to ascertain the 
facts which had to be considered in determining the value of the 
aforementioned railroad Two important eontribntions to the theory 
of valuation as previously discns.sed wore made in this ea.se: (1) in 
regard to original cost, (2) eoneerning land valuation 

The youthorn I’aeific Company” estimated the original eo.sl of 
the line at s(i5, 5110,1 (it) 62 while the engineering departirient of the 
Commission estimated it to be .$4, 8.57,21 6 01 The nio.st important 
iti'in of dilfereiiee in the two e.slimates was in the charge against 
transportal ion of men and materials. Tlie eonifiany billed all freight 
from points of origin to jioints on the o)>erative [lortion of the hue 
under eonstriietion at full eommcrcial rates and eharged a flat rate 
of 5 cents per ])a.sseiiger mile, on the line under construction, as cost 
of einp]o.vee.s’ transportation. 

The Commission’s engineers enniended tliat aii material sold by 
the Southern Paeific Company to its subsidiary eoiiipaiiies siioiiid be 
charged out at cost with no profit added la tiie ease in giiesfion the 
Southern Pacific Company .sold traiisportalion to itself at a profit, 
which profit became a cliarge to tlie caintai aeeoniit on which interest 
during ennstraction was figured, Tlie Coumus.siun maintained that 
this eoiistitntod a duplication of cliarges on all of which the comiiany 
might ultimately claim a*‘fair return on the inve.slmenl.'"'* llfinee 
it was decided that only the actual cost, fairly estimated, of trans- 
porting men and material .should he ineiiided in the cost of eonstriic- 
tion work, and the coiumi.s.sioriers iiresentis! several excerjds from 
Interstate Coiiinieree f'nnferenee rulings, and aeeoiinting biilletin.s. 

The second important eimtrilmtion to tlie theory of valuation 'wa.s 
that eoneerning the value to he given to the lands and right of way 
8 C’ R C. 040 

O' Tlie Tuiiil 111 question was (miied )iy the C'eiitr.al Paeilie {’iiin]i!my Imt leased 
as a portion of that eoinpany’s lines to the Southern Pacitie. — Il)id.‘C>ii. 

O’ Ihid .tiril! This .section of the e.ise eonehnied with the Btiiteiiieut: “After a 
thorough eoiisideration of the Taels and of the law in this matter, we aie of the 
opinion that it was improper for this eompaiiy to ehnrge to the eapitiil iiceoiml, 
under e.ost of ro.id mid equipnient, .iiiv sums in ove.sa of the aetiial eost m I’a-sii of 
transportation of men and material for eonstnietion iiurposoR. We are further of 
the opinion that it was improjier for the eoiupunv to divert any eiunings, and 
tind Hint all earimigs should have heeii enslited to the eost of the luad. ft is, 
however, inipossibio at thus time to determine what these eanimgs aetually were. 

“It appears to us that the importance of this matter is tar-reaeliing. If car- 
riers tlirongliont the country aro permitted to increase their capital investment 
figures by the charging of tariff rates on all new construction, addition and better- 
ment work, and if the vahiatiniis of tho common carriers now being made by the 
Interstnie Oommerco t’orainissiou are to bo prisllcritod on tins basis and rate.s are 
to bo made with this valuation, as a foundation, the people of the United iStates 
will ultimately have to pay interest on hundreds of nullions of dollars, not a cent 
of which will represent actual coat of property.” — liiuJ. ififill. 



20 TJniveraity of California Pahhcations in Economics 

of the company m estimating the reproduction cost. As we have 
already ,secn the Coinmi.s.sion had imcvioasly used the “multiple” 
theory of land vaiiiaiion in determining the cost of reproduction of 
the right of way. hi June 19151, however, the United ytato.s Supreme 
Court 111 the Mhmesoia Rate Gases, 2510 U S. 5352, disapproved of the 
“cost to reproduce” theory of fixing right of way valuations, and 
instead allowed only the market value of the lands m question, ba.sed 
upon the market value of similar lands in the community The Public 
Utilities Commission of Wa.shmglon changed its former valuations in 
accordance with this decision, and the Interstate Commerce Commis- 
sion m its lustnietions concerning land apprai.sals omitted all refer- 
ence to multiples While not committing itself to any theory of land 
valuation .so far as rate-making wa.s eoneerned, in finding the repro- 
duction cost of the property in this valuation ease, the California 
Commi.ssion followed the precedent sel by the Minnesota Bate Cases 
and made no allowance for right of way multiple, interest, or other 
arbitrar,y allowances in placing values on the land. 

tSo much for the general theory of valuation. As far as these pro- 
ceedings arc concerned, the.v were solely for the purpo.se of ascertain- 
ing figure.s which might be used by the Commission m deciding 
cases which, required valuation .statistics of any kind. No estimate of 
final value was placed on anj’ of the propert.y. In this re,spect there 
was a difiVrence as coraiiared with the rnterstate Commerce Com- 
mi.ssioii procceding.s. Both bodies u.S(>d tlie .same methods of valuation, 
namely, the basis e.stahli.siied in the Act of 19153. The federal 
aiithoritie.s, however, while .sotting forth all the various items, have 
also made findings a.s to final value for rate-making purposes. The 
reason for the latter aro.se, of eonr.se, from the fact tliat a total valua- 
tion of railroads wa.s required in order to determine the general rate 
level; while in California, on the other hand, it has been possible to 
deal with each ca.se on its own merits and by itself. 

The rate base . — 

The foregoing discn.s.sion ha.s pre.seuted the theory held by the 
California Bailroad Commission in determining the physical valua- 
tion, or the “value” of public utilities in the state of California. 
However, when we come to the problem of the rale ba.se which is 
actually to be u.sed in regulation new diificnltie.s enter in, and the 
elements which commissions and courts have decided must be eon- 

w Ihiet.-.tilti, See alRo Fhclda Bast Cfliwff Batlwou Campaitu and AtUintio and 
East Paast fernUrml Company! 84 1. C, 0. 84. 
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sklered m determininf' valiu* have to be viewed in the light of the 
purpose to which the valuation is to he put Thus valuation for 
rate-making becomes a special problem and amount in itself. 

Prom the very beginning of its rate .pirisdiotion the California 
Commission took the stand that the prime measure of tlie rate base 
was to be the amount of investment, wisely made, in the ])ropprly 
devoted to [iiiblic u.se In George A Legg as Nevad-a Coiinh/ Norioia 
Gauge Bailroad Compang and Houthern Paeifie Railroad Cnmpanir" 
the complainant reijuested the authorities to abolish the transfer 
charge of 15 cents jier ton on loint traftie moving over the lines of the 
respondent and to permit an advance in rates to points on the Xevada 
County Narrow (Jaiige Railroad In discii.ssing the ease the regulatory 
body laid down the principle- 

“That before the ComnusMon should permit an advance in rates it 
must apiiear that such an advanei' is necessary, in order to earn a 
reasonable profit from the uniointi invested in the properig. . 

No idea, however, was given as to liow the ainount invested in the 
profierty was to he determined , hut the direct ion in wliieh the 
('toinnii.ssioii was ] minted was cjuite clear 

The first oiiiiiioii rendm-ed which thoroughly discussed the prob- 
lem of the rate base, and usc-d physical valuation as one of the 
mea.sures, was that given in the iniiiortant ease of (htg of Palo Alto 
vs Palo Alto Gas Vontpang,-- hy Jtr 'riieleii. 'I'liis w'as a eom[ilaint 
brought hy the city of Palo Alio attacking the rates of the Palo Alto 
(tas Comiumy as unjust and inirea.sonahle. After review'iiig the 
liistor.v of the company Mr Tlnden turned to the problem of the 
“proper value to be assigned for the purpose of this ease to the Gas 
Coinpaiiy’s jiroperty u.sed and useful in the publie service The 
various items to lx- eomsidered m deteniiiiiing the valuation of the 
utility’s plant ivere arrived al in a inaiim-r siiiular to that emjiloyi'd 
in the iStoeklon Terminal ease. 

The eommissioner discussed the ontstandiiig securities of the com- 
pany and also such items of original cost as could be determined. The 
cost of reproduetnm new’ wms computed by ealenlatiiig what it would 
eo.st to produce a similar plant, as of the time of the ease, and by 
adding to that, amount “certain actual costs iiienrred in developing 
the business during its early stages, for which costs the utility i.s 
entitled to he reimlnir.sed”-^ and w’hieh were termed “going concern 

^0 1 (J. 11. C. It. =•! 2 C. It. C. 300. 

-I iiW. :16; italics mine. s-i/tncf. :304. 24 
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value” or “development costs ” These were added on the theory 
that they were legitimately incurred by the investor and therefore 
he was entitled to a return on them. The next step in the procedure 
was to find the value of the plant in the condition as oE the time of 
valuation or, cost or reproduction new le.ss depreciation.-^ The various 
figures arrived at were then estimated as to importance ( although the 
weight given to each was not slated in the decision), and the rate 
base fixed accordingly. The final amount determined by these calcula- 
tions eonslitiited fair value for rato-nialdng purposes. As authority 
for tins action Mr. Tlielen quoted Smijih vs Ames, 169 V S. 46C (546). 

It will be noted that in detcniiining the rate base in this case the 
e.stimated co.st of reproduction new of the property less depreciation, 
or the present value of the property was used principally Little 
account of original cost was taken because the evidence on this point 
was considered unsatisfactory-" The inference to be drawn from 
the decision, however, was that prudent inve.stment was the goal of 
the Oommis.sion, and the final figiire.s were calculated to reflect 
that fact. 

This stand was reaffirmed in James A. Murray and Ed Fletcher 
who asked for an increase in the water rates charged hy them m the 
county of Wan Diego.“‘ This ea.se was passed upon by Commissioner 
Eslilemau who cited as tirecedents, flmyth vs Ames and Palo Alto vs. 
Palo Alto das Company. lie also quoted dan Dkyo Land and Town 
Company vs. Jasper, 189 U S. 499, which .slated that the price at which 
a plant has been bought at a foreclosure sale was evidence to be eoii- 
siclered ill a rate-fixing inquiry-"' So far nothing new wa.s added to 
the theory of rate-nialcing. Mr. E.shlemau did not stop at this point, 
however. He definitely laid down the principle that the “value” 
upon which the return w<i.s to lie allowed wa.s the amount of invest- 
ment wisely made, and interpreted the latter elusive phrase in the 
light of the Jasper Case (189 IT. S. 438) winch stated; 

“If a plant is built as probably tlii.s was for a larger area than it 
finds itself able to .supply, or apart from that it does not as yet have 
the ciistomox’s eontemixlated, neither ju.stiee nor the eomstitution 
require that say two-thirds of the contemplated number should pay 
a full return. ’ 

It Blioiilil ho noted that, in. llio diseusaion of these dociaions, -we aia using 
tho term “value” not in the economio seuso hut m used by the nuthorilies, 

s«Ib? 4 ,: 308 . 

2T 2 C. K. 0. 4C4, as ISM.: 504. 

as Z6iV7.:Bll, BIO. Seo also vs, No. CuL Power Co„ II 0. it 0 37- 

C’onelatiiS JVatrr Co., 20 C. R. 0. 758. ’ 



Pcgruni: Bate Theories and the Cahfornia E E. Commission 23 


Con.spqnontly, he scaled down the value of the plant to what he eoii- 
Hidererl a necessary investment in order to su[)p!y the customers then 
being served. 

Ti was estimated that it would cost $48:5,]34- 00 to reproduce the 
property depreciated to its pre.scnt eondilioii, but only !ti:i.^2.500 uO 
was allowed as the rate base. This was done on the theory that the 
latter iigiire represented the fair value of the ju-operty devoted to 
the public servue.e. It, wits quite evident from the decision that Mr, 
Eshleraan interpreted fair value for rate-maKiiig as meaning the 
estimated aetiial prudent investment To this tlieoj'y the f'alifoniia 
Comnii.s.sioii eoramitted ihself and it has remained true to it down to 
the iire.sent 

Moreover, tlie California authorities aeeepted this theory even 
where the Interstate Comnit're.e Commission tlioiiglit the rate hasi' 
apiiroaeli was iiiapplleable This was the stand lakmi in the investiga- 
tion by the Commi.ssioii on its own initiative of the Wells-Fargo i\iiirrss 
rates . The interest in this ea.se arises from the fact that tlie Wells- 
Fargo Ex[iress (tomiiaiiy uas engaged in both inirastale and iiilei'- 
.stale luismoss First of all it was didimtely derided tliat e\[)re.ss rate.s 
shoiilfl lie determined liy tlie invest nii'iit theory, eontrary to the 
attitude of the Interstate Comiiieree Camini.ssioii. 


JO 3 R (■'. 22S. 

u R U 228, 230. In re — Ualr^t, 21 I (' 380, the Tntrrstiite 

('‘oinnuTfe C'omnil.sHKJii, in refiseiiee tn the b.isis ujain winch the return shdiild be 
eaiiu'd, .stated “Prein tlie-,e emisideratitnis it iqipenrd quiti' eiident that tho 
fouiidiitKiii (if K reiisiiiiable rate can net b<> the lefiini ilimn th(' xiroperty of the 
express I'onipany as siirli, iie nnittei linw oftensividy iaigi> or absurdly .small this 
may appear to be when enleidated from the balanis' sheet” AikI again: ‘‘A 
re.a.sonable expieaa rati‘ may not be lixisl upon the basis of the \alne of the prnp- 
(‘rty owned and usi>d by the expiess company.” The reason given fur tins attitude 
was that railroad piopcitj gave the greater part of the seiviL'e, and that this 
propert.v winild have to be considered if the valuatnm basin -weri' msud Conse- 
(quontly, this method of regulation was rc'jwted In fixing the i.ites the 1. d. 
decided that, among other things, the following sihould be con.sidered: 

(1) The exjiresh conijianies Hhimld meet the needs of the public 

(2; They should not charge nioie than the r.iiho.id would for rendering a 
similar Bervice. 

(3 j Tliey should leceive .1 le.isoiiable conqHoisatiou for tlie service rendered 

The iitlitudo of the T C. wins otiviously (juito iiicimsisfent. If valuation Is 
used 111 one ca.se it should lio u.sod in aunther. The second factor gives the game 
away compleloly for if tho railroads were rendering tlie .service they wouid be 
allowod to eharge only those lates which would give a fair return on the qiroperty 
UHcd. t'ertauily the Culiformu authoritiea were mueh more logical. In commenting 
upon the aliovo quotations the Palifornia Commission hud this to say: 

‘‘With this statement wo do not at all agree, and from an aiiahsis of the 
very able oqiiiuon rendered by the Interstate flommeice Commission we believe 
that thus statement i.s dirrcflj at variance with oim of Iho findings in said CMo to 
the effect that 'in tiic fixing of its rates an express eompaiiy should not Vie allowed 
to charge more than a railro.id if the latter undertook to and did give tho same 
service.’ With tins latter expression, wc are in heaity accord. ”--3 C. E C. 228, 230. 
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In ascertaining the i-ate base upon which rates on intrastate busi- 
ness were to be determined the Commission took the appraisals of the 
agents of the company (the commissioners did not pass specifically 
upon the value of the property of the defendant) as showing the 
jiresent vuilue of its property in California. Then this sum, namely, 
$714,257.24 was apportioned between iuter.state and purely intrastate 
business on the basis of 76.84 per cent to California purely intrastate 
business, or ,$548,835.26 and 2316 per cent to California interstate 
business, or .$165,421 98 The Commis.sion caleiilated the.se percentages 
by carefully examining the work of the exprc.s.s company during the 
year 1911 and finding the ratio of the lunnber of parcels handled in 
interstate business in California, to the number handled in purely 
intra, state bu.smes.s.^*" By method.s .similar to that outlined above the 
expenses of the expre.ss company rvere a.ssigned as betw’een intrastate 
and interstate business. It does not seem necessary to go into the 
details of this, but one example will be given to show the procedure 
followed. To (jiiole from the decision : 

Tlip next item is cleprceintion and repairs of i ofngoi-ator and ventilator cais. 
It IS urged by tlio eoinpany that the jiropoition of the time these c.'ira are m 
(.'aiiforina out of tlie year ivih give a pioppr perconl.age to be ebarged to 
California state and ml ei state business. Adopting this method of apportionment 
we have $1,108.02, us the expoiiae ehaigeablo against this account and assignable 
to Caiifomia state and interstate bu.siness. Appoilioning tins on a piece basis 
between California interstate and Ca.lifovnia stuto business, as urged by the 
(lofoiidniit, we, imve intrastate expense foi the two iiionthB of $897.97 oi $.'3,387.82 
for the 3 ’eai.c» 

Having found the rate base for and the expenses due to Cahfornia 
purely intrastiite Inismcss, it ivas a simple matter for the autboritie.s 
to proscribe rate.s wbic-b were calcnhited to give a fair return on the 
value of the ])roperty of the expres-s company devoted to this business. 

The conflict of the investment theory wuth the valuation of land 
in determining the rale base wa.s given eou.sideration in the applica- 
tion of the North Coast Water Campany for an increR.se in rates.“'‘ 
Mr. Theleii here expressed the opinion that the amoimt upon which 
a utility should be allowed a fair return wa.s "the moneys reasonably 
and properly expended in the aequisilion and construction of its 
'ivorks actually anil properly in u.se to carry out its agency — no more 
and no less.” In .support of this stand he quoted Mr. Justice Van 
Vleet in Pam Dieyo ir<ifer Company ns. San Diego, 118 Cal 556, 572, 

Ibid.; 260, 

MThid,‘.m. «3 C. Jt. O. 9(32. fiee tUso i 0. a. 0 902. 
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lo the effect that : “It is the money reasonably and properly expended 
in the aeqmsilion and, construetion of the ivories aelually and properly 
in use for that purpose which eonsltlules the investment on which 
the compensation is to he computed.' 

The chief difficulty which tlie UommiKsinu ftieed in fixiiifr tlie rate 
base in Ihifi ease was in ascertaining the Milue to he ascribed to ihe 
lands used hy the utility, fn 1!>04 tlie land had cost s^it+.ODB.TO while 
a1 the tnno of the ea.se (ItO.'l) !);l)(!,i)Gf.OO was elainied hy the eoinpany, 
the dilference, according to iMr. Tiielen, being due to what the public 
calls unearned niereinent. The prolileiii presented here te.sted, in the 
mind of the eomniissioncr, the present value theory as compared with 
the original cost or inve.stnient Iheory JTe eonsulered that the lands 
had been devoted to jnihlic use and wdiat the owner wms entitled to 
a fair return on, wa.s the money rea.sonahly and ])r(>i)erly exjiended in 
their acfpusition. In his o]>iiii(m, tins doctrine worked equally well 
both ways, that, is, when there i.s depreeialion in land values as well 
ns when there is arit»reciation. ( tonseipicntly he inonoiinei'd liimself 
very deeidedly ni favor of Ihe investment theory as opposed to the 
reproduction value or jiresent value. I Infortimately, it ivas not ni'ces- 
sary for him to juiss on the qui'slion of wdiether or not tlu' ai)[)li(iant 
was to he allowed a return on Ihe greatly increased value of its land, 
but he stated very idiiiiily what his attitude was, lie did not eonsnier 
that the present lalue oi» reproduction value theories sprang in any 
way out of the fundamental relationship between the jnihlie and its 
utilities The use of either of these theories might be as nn,)ust to the 
jiuhlie. as to its utilities aeeordnig a.s ]iriee,s rose or fell. I'liereforc 
he conehided that the investment hiusis was the only sound one for 
rate-making 

This decision showed elearly tliai the ftommission wa.s not bound 
hy the “present value’’ of a piihhc utility in fixing rates Tins wa.s 
only one of the eleinenis used ni determining what the ba.se ought to 
he. It wa.s euiieeivahle that the “jiresent value’’ iniglit he fpiite dif- 
ferent from the money aelually e.Xjiendetl in acquiring property. 
Moi-eover, it should he, noted, cost of acquisition may differ con- 
siderably from reasonable cost of aequi.sition, or “fair value.” For 
example, in the Application of the City of flan Biego for the Com- 
mis.sinn to establish the rates Avhieh the city should charge to cnii- 
suniers outside its liniit.s, Mr. Thelen arrived at the rate base according 
to the usual procedure, iueluding an item for developing the hasiness, 


35 3 0. Tt. 0. 962, 907. 
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whieli ill this case consisted of an alloM'ance for the deficit below a 
fair return during the developmental period. But the comini.ssioner 
then .stated that eonsumcrs could be expected to jiay rates only on 
such value as miglit be found to be a fair value regardle.ss of what it 
cost to acquire the system Hi.s lemarks are worth quoting- 

While, if the Oily of Ran Diego ilesirus to pay the sum of foiii nullion ilollaia, 
01 any othei sum foi this system it ceitainly ha* tliu right to do so in so far as 
this Commission is coneeiiied, it does iiol neres.saiily follow that it lin.s the right 
to charge any such sum as it pliiases wliii h it may pay as against its outside 
coiistimeis, who aio not p.uties to such an ai laiigomenl, and who have the right 
to ex[io< I to pay lates on only such value .is, m view of all the fauts of the case, 
mill lie fouiul to he .i f.iu value foi lale-fiiLiiig purposes 

This was ipiite consistent, moreover, with the opinion expressed 
ill re — The Uaies and Practices of the Eastside Canal and Irrigation 
Company.''' Tins eoncern iiiul been forced to expend enormoas sum.s 
in litigation in defending its rights to take water from the San 
Joaquin river. The r'ommi.ssiou nould not allow the company to place 
any of this burden on its consumers on the theory that; 

'‘We believe that at loa.st this much responsihihty in this regard rests 
upon the puhlui vdility Tluil it produce property ai reasonable cost 
and reasoiiahly si'cm-e a.s (o title and posse.ssion and that if it do less 
than this, it mnsl bear the loss.”-*'' 

The delerminalioti of the amount to he allowed as tiie rate base 
always gives rise to ilie problem of “going- value,” Wliore fair value 
is fixed according- to the investment theory, obviously g-oing-value 
must represent aetual aiid rea.soiiaiile sacrifice This iirohiom was dealt 
with at length by Mr. 6’heleii in a consolidation of ca.se.s conceriiiiig 
the practices of the Nan Joaquin Light and Power Corpora tionJ'^ In 
estimating- the rate bas(> the utility company claimed a minimum of 
.‘jil ,6,51,021.00 a.s representing the corporation’s going-concern value. 
This figure was jirrived at on the assumption tliat tlie business liad a 
goiug-conoern value at least cquiA'aleut to its cost of development. 
The eoi’iioration basml it.s conclusions upon tlic history of the sale of 

3H 1 0, B. <_'. 002 

VI .923. The idea lioi-e, of comae, is that piudeiit invostmeiif is Ihe 
ciiiiti’olling f.-u-tiir. But .seo footnote 24, ehaiitet- 0, legardiiig eonli-ol of munieijially 
owued uhiitied. 

ii« t C. B. C. 597, 

Keftiirf, ;fl04. Mr. Bahhimnn has also said: 

“.TuBtu-e (lictate.s that the saerifleos of those who .seive us should at least be 
rewarded, and hoiieo what has been paid out by a utility Hhould appeal slvongly 
to us,” — Tov'ii of Jntioeh w. Pacific Otis and Kleotrw Compani/, 5 0. B 0, 11), 
p. 73, eoneuiTing opinion of Mr. Eshlenmn. 

10 0 0 B. ft 543. This decision -was upheld by the Huproiiio Oourt of California. 
Sea Sail JiMiijHin L. tj’ P. Oorp, vs. M. It, Com. of Cal., 115 Cal, 74 (1917). 
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cnersxy An allowiiiife of 8 per oont r(Pui’ii on the investraont, 
together with the aulual operating expoiises and an item for (lejn-eoia- 
tion liased upon the 4 per cent sinking fund method, uas made. Eacli 
year the accumulated deficits of preceding year.s were added to the 
nivestment, until all deficits were wiped out. No allowance was made 
for the .sui-])his of later year.s to eoiintei'halance the deficits of earlier 
year.s The aeeuinnlaled deficits were added together and assumed 
to reprissent the cost of develoinng the hiisiness 

The ( 'onuius.siou demonstrated, howevci-. that llie San Joaiiiiin 
Compan.v had not only earned cS per emit on its investrnmit and 
Hceiinuilated d(‘fiuit, lint had had suffieient ovvr and above tlu.s to 
wpie out the flelieit and still havi' a coviiorafi' suriilus of sfTHri.loS bi) " 
( Vm.seqiientiy, idr Tlielen deeiileil that wlii'ii the earnings of later 
.\ears lune entirely wiped out the detieits of earier ones, no allowance 
woulil he made for going-eiuusn n value 'Plus attitude iliseredileil 
the ri'iirodiietioii cost new theory as apidied to giung-eoneern luliie. 
d\) (pinte from tlie decision • 

ft' ('(iiiHiiU'i.itimi is gucii piiiniuiU Ui ttie .k'IikiI iincstim'iit iii tlic priipeity 
as till' liasi.s (in wliicJi a l•at^l ef iclutii js caldilalcil, tlicu' is, uf fciiuhe, no giduml 
wliiUsdi voi far any allmvimco in tnicli .i ciisc, im llir iciisnn llint lin' uUlitv lias 
caiiioil ,1 ictnni (in ovciv itellai uiV( stint ami lias wipcil (int cwi'.v ilnlllll (if ilcfiint 
On tlic (illim- liami, it l■(lnslllcl^ltlllll is given iinnnmh ta tlic- rcjii'mliuUtdn imst 
new tliKilv, lln.s wunirt appear tn Im annilim ('a.sii lU wliicli Uiis tlicoiy pimluees 
icsulls most uiifim amt un.pisV In llui pulilic. If (lie late payeis linvi> pnut to the 
utility a uui'uiie Miiffieient to wijie out all tin' ilefi( ita iiu lined iluniig the eiirly 
st'iiTS of operatum, in mlihtion to a rdimi of 8 per i eat on all mauimilatisl 
(lelieits as well as on tin* inonev aetnallv invesled, wliat leason is Itieii' in logic 
or in ('(piily why (he utiliti aliould deiuaiid a return in evi'ess ot Ilie amount 
]iioiieiii allowable for its tangitdo piopeities? If the utilities aie successful ni 
sueti 1 lamis, thi'y ivill eompel the i.itepaiei lo piiv twn'e iimiei the same lieail, 
liisl, to ivipe mil the deficit of the eailj \eais .md then to (ontiiuie paling a, 
I'etmii (111 tlie amounts lepieseiited )u- aneh deficits tafoie they were wiped out. 
Tills would be aheivi pi ice lo paj lo vindicate tin lepiiiduetiun i ost new theory <- 

Tins dei'ision cvidmitly confirmed the sUmd of the California Com- 
nussion, iituiicly, that invc.stmcnl rather tlian rciiroduction cost was 
to he takmi as tlic rate ha.se.*''' 

11 //iid.-aS,'! i'i tbid.XM. 

uiln sniipoit of liiH stand >Tr. Tht-lcn cited. 

/lev ifoiiiii! do,'- Co. i.w Drs MoiiiiV, 2118 U S. lo:!, 
didar liapidt Ir h Co tvs Ctdta Mopuh, 221! [I H. (i.lo, 

Cunbnland Tel nud Te! Co tw, LuHUunlle, ls7 Fed a.'!7, 1146 ; 

Hpnnij rnllci/ IC II'. r.< jS F , 192 IVd. Ul", 367; 

Montuiia IV. <t' S, ll. Co I's. Jhi. of M. C. oj Monhiriii, IDS Pud. 991; 

Cniitxt ('onto Water Co. vs. Ouh-hnul, 139 Cal, 323, 113 f‘ae. 668; 

/fin.(/,9 Co. L. Co. vs. fr illvor, 210 ft. Y, 479, 489. 
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Throughout its entire history the Commission has adhered to the 
above theory. When actual expense.s have been incurred in dei'cloping 
a utility business, when these have been legitimate, and when definite 
proof has been established, they will be allowed by the Commission. 
Moreover, the amount AVill also be allowed by which a fair return 
during a reasonable developmental period has been lacking, if there 
arc no offsetting items such as income above a fair return at subse- 
quent dates No definite time has been established as a reasonable one 
for development, the authorities viewing each case on its merits. As 
a general rule, however, five years has been taken as a maximum 
Finally, it should he noted that the investment upon which these 
developmental costs or deficits are calculated must be adjudged as 
reasonable. 

Valuation and Price Changes 

During the years prior to the tremendous price upheaval resulting 
from tlie world Avar, the question of Avhich theory was to be used in 
estimating the rate base was not of such vital importance because, 
owing to a fairly stable price leA'cl, the results obtained in any case 
Avere quite comparable Tavo influences tended to force commissions 
to attach considerable Aveight to the reproduction cost theory: one 
wa.s the doeisioii of the, Dnited States Supreme Court that land appre- 
eialion mii.st be alloived; the other Avas the f8.et that in moat instances 
the commissions Avere estimating the rate ha.ses at a time A\hen the 
concerns were in operation and inve.stmcnt figures Avere practically 
uiiobiamable. The war, hoAvever, brought about a rcA'olulion in prices 
and forced the issue sharply to the front. The effect on the regulating 
authorities Avas to cause them to take gi'ound on the investment basis 
or historical cost. Where actual cost figures from the commencement 
of the enterprise Avere not obtainable, the authorities used the valua- 
tions made in previous years and added the actual capital exiiendi- 
tures incurred subsequent to those estimates Where no valuation 
had been made and actual investment Avas not ascertainable the, com- 
missions and courts found it necessary to devise Avays and means to 
avoid the effects of price inflations. This was usually done by taking 
unit prices, Avhieh Avere obtained by averaging prices of materials 
for a period of yeai'S preceding the investigation. 

'••‘See: Citii of Monterrii rx Coast T allt's/s fias # Sice. Cn., 4 0. H. 0 ISOfi; 
Town of Antioch vs. P, fi. <f 1?. Co., 5 C. B. O. 19; City of Santa Monica, 1 O It. 0. 
400; Southern Sierras l^ower Co., et td., 18 C. R. O. 818; Pacific Gas if- Plec, Co., 
32 (J. B e. 744. Also Oiiij of Milwaukee vs. Milwmikee S. It. # J,. Co„ 10 Ww. 
B. Goki. 1, 12B; People vs. Wiltcor, 14 N. Y. 677, 
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The altitude of Ihe California Railroad f'oiriiiiissiori toward, and 
its use of, the hislorieal cost as the fair value upon wliicdi rales should 
bo based is illustrated by the ease coneoniiug: the Joinl Apphention 
of the Soiifhci n &n'n(is Power Company and IloUon Power Company 
for a revision of rates, which was decided on .September 16, 1920 
The applicants contended that their rail’s should be hiused upon the 
estnnated reproduction cost less dejirceiatioii, or the “present \aliie” 
of the properties The eoinniissioner, Mr llriinditre, was not at all 
in syinpath}’ with Ibis eontent ion, and inaintained that a utility 
cor[)oratioii was entitled to a fair relnrii only on its reo'ennahle Ins- 
torwal cost lie asserted tbat a ulilily must meet tlie demands of the 
public reffardicss of whi'tlier costs are hi;,di or low and that if present 
values were to lie used as a basis, cmifiseation of the pro[>ert> of 
investors would otnioiisly result if investnieiits wi’re made under high 
prices and then tlie price level were siiddi’iily to fall. I'luler reverse 
cii'e.uinstances the resulls would be unfair to eunsiiim’r.s, Hence, he 
argued, liisforieal cost was the only fair ha.sis 

IC ‘'jiieseut viiliie.s’’ lie rcgiirded iis Ihe ptepui late lia.'io lUliiiig iiLntulH of 
liigli jiiiocM, it ahoul'l likewise lie so legarileil Curing ]H'I'1 (k1s of lew puci’B nmi 
lali'H leduced ficcoi dmglj. Under pie.M’iit eonihliojis applieniitn might, leap a 
tem|Hiiar,) adviintagi’ were this siiggeatum fnllnwed. Ajiplii'aiits, in the piml, lain' 
depended, and in tlie futiii'o will prniMlily depend, ItugeU iiiion honored moneyB 
for then development. The present develnpmeiita made at large cost might Teadih, 
under the “piesmit rahie’’ l^n.sis, shrink in “\alne” to an .iniount helew tlmt 
of the bonds outstanding and eaUMi eitluT ii period of tempol.u} innhiliti to 
develop oi an aetu.d failure, with the aeeomp.inving ditlieultiea iind losses The 
return iilhiwed a puldic utility shiiuhl he placed upon a moie eertaiii basis tli.in 
tlmt suggested. The amount invested in pulihc utilitj properties, if liniiwn, m if 
not known, the lostoiical eost of the pioperly, sliould lie regarded ti.s the principal 
element in arriving at a late base i" 

Following this (’mnniissioner Brinidige tlipu jiroceeded TO la.v 
down a doctrine which, if followed to its logical conchision, would 
present any regulating body with some very serious prohleins; 

I must conclude, therefore, [he said] that the appheant is entitled to a fair 
return upon its reasoiialile liistorieal eost lallier thiiu upon its so called present 
value Jti arming at this cimelusion it is net eentemplated that :i iiUht.v sheuld 
not bo entitled to ceitaiii ecimomiei where it can ho shown tliat its .pnlgment and 
foresiglit have ri'Bulted ni the siune HhouUl a company develop its plants during 
a period of low pnees, when tlie samo were not necessarily needed, and thwo 
developnient.s heconie useful during a latei period of high prices, it should he 
entitled to eortain of the benents of its foresight, tin the other liaiid, allowanco 
for historical luve.straent should not be blindly followed in eaw a utility has 

io IS 0. E. C. 818. 

Ihid .’Stia. SiK' Me — rato.s of Moulhcm Ciitif. Tel Co, .ili 0. B. C. 812, 814, 
for an. iHustra.tion of reproduction, cost that is less than ieiiiM>niible historuud coat. 
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unreasonably delayed in its obligation to the public by failing to develop plants 
at a time when they should have been developed and later constructing them under 
conditions of high cost of money and matenal. In such a case, fairness to the 
eonsiimors must dictate a lesser compensation to the utility.^^ 

If any commission were to follow this as a precedent it would 
obviously have to discard the investment theory. It would at once 
become incumbent upon every regulatory body to decide just when 
improvements had been necessaiy in the pa.st, and to determine the 
price level and cost of construction at that time. This might readily 
give a figure entirely different to the actual reasonable investment 
To be consistent eommissions should also use the same policy in ease.s 
where tlie utilities postponed construction, even though it were 
actually nece.ssary, because of unusually high co.sts, and carried out 
the additions and betterments when the price level had fallen It i.s 
safe to say that no regulatory body would do this, and this very fact 
shows the impo.ssibility of accepting .such a theory, 

The problem of price changes and their relation to the rate base 
was squarely faced in the application of the Pacific Gas and Electric 
Company for an order authorizing it to increase its rates and charges 
for electric energy; and a number of comiilaiiits against the said 
company by f'arious interested parties; decided December '30, 1922, 
by Commissioner Rowell.^' This was the first time that the entire 
question of the value, operating expemses, ajid rates of the combined 
electrical piroduction, transmission, and distribution system owned 
and operated by the Pacific (las and Electric Company bad been 
presented for consideration. 

The company claimed that the appraisal should he based upon the 
average prices of the five-year period 1910 to 1919 with subsequent 
additions and betterments at cost On the contrary tin* citips served 
by the company vigorously opposed .such a method of computing a 
fair value for rate-making ns being grossly unfair. 

Commissioner Howell decided that the fundamental basis to be 
used ill ascertaining the rate base was the estimated reasonable his- 
tox’ieal cost. This would give a stable basis of valuation which he 
considered would make for greater security of iuve.stment and hence 
benefit both eon, sinners and investors. A fluctuating reproduction cost 
might work to the advantage of investors in times of high priee.s, but 
would have the reverse effect under low price.s. A rate base estimated 
on high prices might conceivably work to the disadvantage of the 

im . : 832. ^8 22 C. Ji. C. 744. 
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utilities, since the rates as const rneted mi^ht be so hifrh as to drive 
cnstoiners away. This stand Avas quite m uceordanee with the policy 
of the ChmimisHiou for the jirccedingr ten years. j\[r llovell coiiteiidecl 
that the changing jiriee conditions aiul the very satisfactory financial 
position of the utilities had confirmed the wisdom of tlie regulatory 
policy of the California aiitlionties Aeeording-ly, he accepted the 
e.stiniated reasonable liiatorieal cost as the eontrolliiig fuetor in arriv- 
ing at the ]iroper basis of rates It is to lie iindefstood that this 
method Avas used instead of tlie actual in vestment sinii>ly heeanse 
records were lacking liy Avhieh (lie latter figure eonhl lie deteriiiined 
accurately. 

Jlislorieal cost, lioweAcr. Avas not taken as the tiasis of land values 
entering into the rate ba.se, for ]>revioiis decisions of the Coinmi.ssion, 
and the ruling of tlie United States Suprmne Court, in the Tilninesota 
Rale Cases, called for the Auilunig of lands aeeording to their jiresent 
market Audue a.s of tin* time of the i»roeeednigs. Jleiiee avc have here 
the aiionuily of a rate ha.se consisting ]iartl.\ of historical eo.st or 
estimated reasotiahle nivestnimit, and (lartly of present Aalne The 
regulatory body eoiikl hardly hi' lihiined liere, liowevi'r. since it Avas 
valuing land aeeording to the dictates of the Supreme Court of the 
Ibiited Stales, and not aeeording to its own theory 

d'he .sum to be assigned to Avater rights was useertaiued in a 
similar Avay, estimates being made as to wind it Avonld cost the com- 
pany to .secure its Avater rights AAcre it required to do so at llie time 
of the proceedings No allowance was made ior going-eoneern value 
because it Avas dcmon.st rated that, deficits incurred in tlie early history 
of tlie comiiariy find been AMiied out by the surplus of later a ears 

The decision in this ease then avus in entire aoenrdance AVith the 
previous attitude of tlie California Comrnis.Mon and set at re.st, as 
far as the authonties Avere eoneeriied at lea.st, the proper liasis for 
fair A'ahie after the price uphea\'al of tlie great Avar and the period 
followdiig its conelii.sion. 

The final ea.se Avhich Ave .shall discuss in this section is that 
eoneeniiiig the application of the Western littates Cas and Eleeine 
Campanil for an increa.so in its electric rates in its Sfoekton division.'**' 
No valuation of the properties of this company had previously been 
made and so the Cmnmis.sion was forced to make its e.stimato iii 1923. 
The aulhorilies endeavored to obtain a.s nearly as possible the prob- 
able historical reproduction costs of the properties of the company 


O' 24 C. H 0. 677. 
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used and useful in tlie public service Tn making this valuation the 
Commission based its ealeulalioiis upon an average of prices for the 
ten- year period from 1912 to 1921. The items considered were similar 
to those used in decisions previously discussed and the actual figures 
obtained really represented a present reproduction cost based on a 
ten-year price level In obtaining labor costs the authorities took the 
costs ascertained m a previous decision for the Pacific Gas and Elec- 
tric Company. Using the.se as a basis of comparison the Commission 
added 10 per cent to arrive at a reasonable cost of construction for 
the Western States Company. This was done in order to give due 
weight to the increased labor costs of 1920 and 1921, which were not 
considered in the appraisal of tlie Pacific Gas and Electric Company 

That the “fair value for rate making” obtained by tins method 
was quite different from what it ivould have been if the “present 
value” as of the date of the proceedings or the “present value” of 
1912 plus additions and betterments subsequently made, is obvious 
at once. The Commission faced a very real difficulty m the fact that 
it was making a valuation of this company for the first time at a 
period when prices were high as compared with the pre-war period. 
Had it used the “present value” basis as it had done before the 
price change, the re.sult would obviously have been imfair both to 
the companies whose original valuations had been made at an earlier 
date, and to the consumers of the service d£ the Western States Gas 
and Electric Company as compared with tho.se of other utilities. The 
use of the “present value” in this instance would evidently have 
aroused a storm of protest from other corporations and w'oidd have 
necessitated a revision of all their rate bases. The aiithorilios asserted 
that they were endeavoring lo obtain a rate base as close as possible 
to the historical cosi figure. Theoretically, then, this case iiresented 
no inconsistency in the attitude of the Commission ; reasonable invest- 
ment was the amount on which the utility ivas entitled to a fair 
return.™ 

Throughout a period of more than seventeen years the California 
Commission has been unanimous and consistent in its adherence to 
the prudent investment theory as being the only sound theoretical 
ba.sis upon -which a fair return can be proscribed. Whether we agree 

so For Hubseiiueat eases confirming the above ataml see: Pumnna Vallei/ Tel. 
<i)i4 Tel. Union, 30 C. B. 0. 608; ImpMal Vallei/ inihUe.<i Corp , 31 C. H. O' ,539; 
Me-rate.<t FoolhUl- Uitak Co., 32 O. B. O. U. In A. Mp. Corp., 31 0. B. C. .383, 
liistoriea! east was used in fietennining the iiase, but t!u> f'emmission took pains to 
note that it had given eonaiiioration to cost of ri'proiluetioii according to legal 
requirements. 
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with the theory or not we must i)raise the authorities for their con- 
sistency. Utilities oiieratiiiff within thi.s state at least know where 
they stand. On the theory of the rate base the Oommi.ssion Ini.s not 
yet met defeat in the courts. 

The accompli, slimenis of the [nterstato Commerce Commission 
have been less gratifyinjj and less definitive In the first place, this 
body has not taken a firm stand on any theory, all hough everything 
indicates that it ha.s really endeavored to employ the investment 
method Its final valuations are biased on the cost of reproduction as 
' of U)]4, at unit iiriees iiasinl on Ti- and 10-year [leriods iinor to that 
time plus additions and betterments siiuie tlien at cost Jii the 
second place, the (‘ourts have injected an element of .siu-ious doubt, 
ill St. Louis and O’Fallon Bij Co., et aJ , vs I’nilrd States, 1179 U S 
461, the eourt. upheld the protest of the earriers against recapture 
measured by the rat(' lia.so submitted by tlie Interstate (Vmimeree 
Comini.ssinn The court contended that tlie Commission bad not given 
due consideration to all ipiestions of value as required by the Valua- 
tion J\et. Unrortuiiately the eoiii't failed to settle the fundamental 
i.ssue m vaiualion, Ihe result, is a stalemate The outcome, lime alone 
can reveal 

In dealing with cases all'i'Cting public utilities and stale eommis- 
sioii.s the United hitates Supreme Court bus in recent years follotAcd 
a line of rea.soimig whielHeads to the eonelnsion that it is upholding 
the cost of reiirodnction theory, essentially at current ])riees. In 
MeCardte et at. vs Indiana pot is Watn (U) , 272 U S. 400, j\Ir Ju.stiee 
Butler said . 

It 1.S ivell-pstiililisli(sl that thi, values of utility pioiii'rties fliKtuate, ami tliat 
ownei.s iiiiist bear the deeline and are entilled to the inere.ise (at ‘llO] ... it 
IS tine that, if the tendeiiey or trend of jirieea is not (h'fiiutely iipwarii or down- 
ward and it does not appear ]irobal)le tliat theie will bu a .subidantial ebange of 
prices, then the present value of limil plus the pieaeat eoat of eonstiuetuig the 
plant, less depieeialiou, if anj, Ih a fair meaHUie of the lalue of the physical 
e!em('nt.9 of the puipertj. [at tllj 

Further support to the cost of reproduction theory was given in 
the recent Baltimore Sfrert Bailwaii Cast, although valuation was not 
an is, sue here. In reference to dejireeiation tlu' court said: 

“This naturally calls for e.xpenditurPH etpial to the cost of the 
wmrn-nut equipment at the time of replacement; and this for all 

” See Vandeiblue and Burgess, MailriHuls. Itaie.s, Set vice and Miuuigrmmt, 
elnap. 23; Vaiiderblue, H. B., Hailroad Valuaiwn. The I. (!. C. valuation tigurea 
have been aoverely eritioiml on tho grounds of artifirialUy. tn this respert tlie 
results of tlie Oalifornia ImhIt seem lesa open to a+taek. 
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practical purposes means present value It is the settled rule of this 
court that the rate base is jirescnt value. ’ 

The definite stand of most of the commissions on the side of the 
investment theory has been due, to a considerable extent at least, to 
expediency and public pressure. Many utilities, on the other hand, 
have adAmnced cost of reproduction in theory, but have refused to 
request a return on thi.s base because of the effect of such rates on 
their business. In interstate commerce the theory i.s useful to the 
railroads not because of the influence on rates but because of the 
recapture clause. The present downward trend of the price leA^el is, 
however, already causing a .shift in ground and one wonders how the 
courts and utilities will meet this change Without holding any brief 
for either theory, it may be stated that if a rate base is to be used in 
fixing fair rates, then certainly investment i.s the .sounder approach.®^ 


02 The United Huilways and Electric Companti of Balimore vs S'. E. TFest 
et ill., 280 IT. S. 224, 234 (1£)30). Seo also. Slate tv rcl Southwestern Bril 
Telephone Co t’s. Public Service Commission of jSo., 262 IT. S. 276 (1923); Blue- 
field Waterworles mid Impiovement Company vs. Pubho Service Conmis.sion, 262 
IT 8. 679 (1923). See dissenting opinions of Mr. Justice Brandeis and also Ms 
decision in Georgia llailwatj and Power Company vs. Railroad Comnusswn. of 
Oeorffta, 262 U. S. 023 (1923). Sco Pegiuni, D. F., op cit., for a discussion of 
the attitude of the Supremo Court, and Mosher, W. E , Electrical Vtihties, for a 
slightly opposite vrew, 

lisSeo. Jones, E., Principles of Railway Transportation; Bonbright, J. C., 
"The Economic Monts of Oiiginai Cost and lloproduction Cost," Harvard Law 
Review, 41.593 (Marcli 1928); ‘‘Hailroad valnatioei with special reference to the 
O’Ealion decision," *i. E. Review, 18:181 (supp. 1.928). 
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CaiAl'TER lit 

FAIR RETURN 

[NTUonncTioN 

Afl(‘r tlic ralo-nialviiifr antlioritios luivi- fixed tlic Mini npoii 'wfiiiUi 
utililics are ontiiled to oarn ii fair return, it tipeoniis neiirsMiry for 
them to prescribe rate.s whieli will yield tins return after all eKiieiisen 
have bi'CTi tnet Hence, eoinmi.ssioiis and eoni'ts are forced to solve 
a twofold ])rolileni . 

(1) What constitutes a fair return, 

(2) What are the actual costs of riinning the biisniess, or perhaps 
we had lietter say, what. oit</h/ they to he 

liy fair I'etiiru tlie commissions ami courts simply mean what tlm 
owners of ntilit.v^ jiroperties are lejfitimately entitlial to e.xjH’ct as 
their reward for the .su[i[dyiiiR of sm-vn-e 'I'liis reward is supiiosed 
to jia.v for all moiie.v invi'sted re"ar(ile.ss of it.s source t interest on 
bonds, for example, is paid out of the fair return donseiinently, so 
far as the public is eonceiaied, the interest [laid by a ntiht.v corpora- 
tion on money borrowed does not constitute a sejiarate item of 
exjienso since it is nielnded in the fair return allowed 


PAnt Retitrnt ox Faik AhuaU'; 

Since the ease of RmiRh vs Amts, Ifi!) IT. S. -Itifi, the rate of return 
ha.s (lonstitiited a iirobleni wlio.se solution still baffles courts, eoinniis- 
sions, and Icfi’islatnres. It is toda.v one of the most, jirnbably the 
most eontrover.sial suli.ject in public utility retrulatioii Tiie diflienlty 
ariises from the fact that the theory niiderlyinp ntiht.v legislation and 
control IS twofold - it has both a Icft.d and an economic a.speet The 
constitution of the (.hiited States forbids the talunK of property 
without due process of law and it is llie function of tlie' eonrt.s to set 
the standard by wdiieh ‘'confi.seatiori” may he measured. They have 
decided, aeeordingrly. that public utilities are enlitled to a “fair 
return on a fair value.” Unfortunately, scarcely a wmrldn^ definition 
of this term has been given. 
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The issue before the commissions, on the other hand, is not one 
of fixing a legal minimum to income, but rather the setting of a rate 
level which will make for sound public utility business. Viewed in 
this aspect the qiie.stion is fundamentally economic, and in theory at 
least, the idea of an economically fair return is that it is the income 
necessary to induce capital adequate to meet public demands (and 
reasonable, anticipated demands) for service.^ 

The following discussion treats of the way in which the California 
Commission has dealt wnth the concept of a fair return. 

Ill the case of Palo Alio vs Palo Alto Oas Company, Mr. Tlielen 
laid down the principles which, in the mind of the Commission, should 
govern the rate of return which a utility is entitled to receive. He 
stated that there is no one fixed rate, but that it must vai-y according 
to the circumstances of the case. Thus, as wc shall see later, utilities 
whose bn.sine.s.s is unstable, owing either to the nature of the service 
supplied, or to .surrounding conditions, have, where possible, been 
granted higher returns than others in more favorable circumstances; 
and as the stability of the utility has increased the return allowed 
has tended to be lower. Mr. Thelen, in the ca.se in hand, said that it 
would be the policy of the Commission to be liberal, in order to 
encourage development in California. To quote: 

No tixed percentage npplieablo to all cases and all classes of utilities enn ha 
ostttblialieil by this Comuussiou. Each ease must be n''lged on its own merits. It 
may well be that a utility in one comnuinily would be entitled to one rate of 
return while a similar eoncern in another community would lio entitloil to a 
different rate It may be that a huge and solidly estnbhslied utility will not bo 
entitled to as high a return as a smaller utility wliioh is struggling against adveiso 
eircuinstanees. Thu most that' can be said by W'ay of general iirineiples is tliat 
the return slioiild ho at ]o.ast the average return whicii is earned by other classes 
of business of the same degree of liazard in the same eommunity Tliu Cummi.ssum 
m fixing a rate of return must be liberal, lest too strict a policy result m turning 
capital to other fields of enterprise. California needs development by public 
utilities, and this Commission’s policy should be a broad and liboial one, so as 
to encouiago capital to develop tho State by legitimate public utility enterprises 
where noeiled The Commission should bo careful not to permit an inflation of 
prices in a.scertaining tlie vuUio of tho propeity of a public, utility used and useful 
for the public purpose, but should bo liberal iii establiabiiig tho rate of return 
on that value. Bearing in mind all the facts of this case as shown by the evnloncc, 
I find that a rato of return of 8 per cent on the valuo of the property of tho 
Palo Alto Gas Company used and useful for the public puriwise, as fixed herein, 
is at least a fair and equitable rate of return. If anything, the rate is too high 
by reason of tho f:ict that tho Coinmi,s3inn has been more than liberal in 
establishing the “basis of value. 

1 Western mates Quit # Eloc. Co., 24 0. K. C. 677, 090. 

a 2 0. E. 0. 300, 317. Cf. Wttlcox v. Cons. 6m Co., 212 U. S. 19. 
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In connection with the above it .should be iiolccl that tlie ])Tinciples 
of fair relurn and fair value were treated as being quite interrelated 
and if one was .set at a high tlgure, the other was to be relatively low “ 
Unfortunately, a.s regulatory jiraclice became estahli.shed these two 
principle.s tended to become mdejieiident The dilemma of today as 
the re.siilt "Kobbing Peter to iiay Paul” .seldom leads to a jianacea 
for bnsJiie.ss jiroblems 

A now idea was added to the Palo Alto ea.se in Town of Anborli a. 
Pacifie Gas tC Elcctne ComjianijT Here the eriinmissioner in charge, 
Mr Theleii, ivent into the (luestmii of a fair relurn very eandully 
and opened iij) an excellent awiiiie of approach by exainniing the 
financial .struel.ure in order to decide upon tlic income to be allowed. 
Ill this instance the comiilainaiit alleged that tiie rates of tlii' defend- 
ant company w'cre iiiijnsl and CKorbilant, and asked the Pomiiiission 
to pre.sci'ibe .past <ind roa.sonable ones In dealing with Ihe [iroblem of 
the rate of return the eompa.ny ivas entitled to, iMr 'riielen quoted court 
decisions, and also Ciig of Palo AUo vs J’alo AHo Gas Conipanij, 2 
C. R 0 .'!()(), to prove that tlie rate of return that should be allowed in 
utilit.y rale-fixing ciases could be no definite arnoimt, but. on the con- 
trary, one that, would vary with the circumstances, and which in each 
ca.se, should be sufficient to induce capital to come into the liohi. ‘‘It 
would .seem that, in gein'ral the rate of return should he such rate as is 
liigh enough to secure the Tunds for tlii' development of the business, 
and that in reaching ihs conclnsions on this jioint, the f'ommis.sinn 
should be litieral in its attitude Tlie aetiial rale allowetl in this case 
wm.s 8 ])er eent and hlr 'riieleii em[)ba.siztHl that this was larger than 
w'as neeessary to secure at! the comjiany’s eainral, from the sale of lioth 
.stocks and lionds” lie made tins deciMon after a study of the cost of 
money to the company, in winch he found that interest was being 
paid by the Pacific (las and Eh'ctric at the rate of v per cent on 
thirty-year bonds, sold at Hu [ler cent of their face value, and that 
preferred .stock at fi per cent was .selling at 82 fi per cent of {lar. Prom 
this lie decided that the aliowanee of 8 per cent return was .$1,125 
imme than wa.s neeessary on each $100 invested He reaeluul this 
conclu.sion by a.ssuining that in a normal ca.se a utility seeuros $75 
tlirougb the sale of bonds and $25 through the sale of st.oeks for 
every $100 raised ; hence he inaintaiaed that a ret, urn of 8 pi'r cent 
was a very liberal allownini-e. 

8 Sco So. Cal Tel Co., 25 C. R. ft 721j 755, 

4 5 0. R. 0. 19. 6 jua :42 e Ihhl.-.m. 
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The procedure here adopted should be commended in that it 
endeavored to correlate the return with financial requirements How- 
ever, the actual financial needs of the company were not carefully 
determined nor was any attention paid to the financial structure and 
the earning’s ivhich the stockholders were receiving. Unfortunately, 
the method of this ease wa.s not followed nor elaborated upon m later 
decisions At bottom the difficulty seemed to arise from the desire 
to establish some average rate of return for normal ease.s. and the 
propen.sity in later cases to follow earher precedents ' 

As already explained, the California Commission has as, sorted 
many times that there is no one rate of return which is reasonable 
per se. Broadly speaking, however, a fair return usually centers 
around 8 per cent. In instances where the hazards are extraordinary, 
or where other unusual eircum.stanees enter in, a somewhat higher 
i-eturu may be granted But a clear ca.se must be made out by the 
utility if it is to receive over 8 per cent ® On the other hand, where 
the utilities have become well established the authorities have lowered 
the rate somewhat, usually to about 7.5 per cent The theory here, 
of course, is that reduction in risk, greater stability, and ability to 
finance at lower rates, warrant a lower return " 

We should pause to remark that these percentages are not to be 
eomsidered a.s the average level of fair return to a utility over a 
period of year.s, but only the return a.s of the time of the investigation. 
For example, in re Rafa of Southern CaUfonna Telephone Com- 
pany, the Coniiiiission stated- 

Pm-uig the years 19^12, 1923 and 192“! it operated at little or no retmn liut, 
following the lato ineieabo autlioiiKod by Pec No. 14420, the eiiruinga of Sunlii- 
orn California Tclophuno Company steadily iniTi used until it, eaiiied in 1928 and 
will eain an 1929, in cwc.ss of a 9 per cent rotuui on a leasonnlde lato ba.se. The 
eaiTiingH for tiio oiitiie period, 1932 to 3939, liaaed on analyais by Conmiisaion 
engineers, will, however, aveinge less than fiir. per cent return u 

T See Pogrum, D. I’., “Pegat v Ecomimie I’rineiples in Viihuition,'’ ,7</iir nf 
Lmnl and Pwli. OUhtij licon., 6-127-133 (May 1930 1 ; Bieklev, .T. II., “A Pan 
Itetuin for Public Utihtias,” /but, 3:61-70 (IVh. 19271; Doxiei, 31. n., “ Rpa- 
Ronahlo Kuto of Eetum in Public Utility CaKos. ” ibid, 71--7(5 (Feb 1937), 
“Piesoiit Iteasonahlo Unto of Return of Puhlie [riiUties,” dm?., 4.3.3.1-242 (Aug. 
1923); CHiieser, M. U , Ouihnrs of I’lihlif IHihtt/ chap. 19, sec .-itso 

19 C, R. U. 693 at 601. 

aSeo Valley Natural Gas Co, 9 C. 11. C 203, 206: “A iininial g.-is enterprise 
is of a, pocntiar and spec.niative nature Jind a return of 10 jiei rent !ia.s been hehl 
not unrea,soiiable ’ ' ; also iS'o. Cminties Gas Co., 19 (1. R. C. 960; 20 0. E. 0. 402, 
T,. A. Gas <f- Ktee. Carp. 20 O. E. 0. 93; GoWeii Gate Ferry C» , 2,8 C E, C. 317; 
Famy V. llcek Bros., 32 C. Jt (’. 367. 

» See So. Cat. Tel. Co., 33 C. K C. 721; C, A. Urns d' Fire Carp., 29 C. R. 0 
164, 384, “In recent easoa involving large gas or electiie c.oinpanies tin: com- 
mUaion 1ms eunsidered as retihonable, latea of retiun of 7i.j to 8 per rent.” Also 
Viintvra 1 ». Ho. CouMties Gas Co„ S2 C. E. O, 477. 

W83 0. it 0. 813, II J6tiZ.;8l4. 



19 .i 2 | Pnjniin: Rati’ Theories and the Caiifarniii R R Co-mm-isswn 3 !) 


A ii'cluetioii in i-ales was onlnred, so lliat, it Mas ostiitudnl, tlie earii' 
mgs AvouUl be betMceu 7 ami 7i/> ])ef eent for tlie ('usuiiig period. 

A good sununaiw of the gmicral attdude tliat the Commission has 
assumed dui-ing its I'xi.sleiice a.s a pidilie iiiihlies eoinmis.sion wa.s 
given, on llie Conniii.ssioii’s omii motion/' in re In Ihn Matlrr of the 
Invest illation of the hllietne Rates, Rei viee anti Opemhon of Const 
Counties Cas and Eleehie Coin/unni Mr Martin, commissioner ni 
charge of the ease, summed up the situation a.s follow.s 

Till' prnpei i.iUi (if jvimii tii lie iiIloHi'il ii[iiin lln.s late liiise I'.niiidl lie iletcr- 
■miiu'il 111 ail}- laalhematii'.il ciili iiliituni, A le.isiiniililo i.iU' oi letiirii i.s one wliidi, 
when .ipplieil (o 11 gioup (if utilities, miIIi iltie n HovviUiee I’m tin* sjieio.il eniiilil mna 
imoheil in encli i use, will li(‘ Miltieient In enctniiage the m\entiiieiit of ie(|iii'iH(> 
inlilil iiiii.il e.'niitiil til eiiiilile tlie liiisiiiess ns n wlmle tii e\|iiiiiil liiiil teep piieo 
with tile ilemuiiils vi)Hin il Tlie lin.mei.il leipiii ementn lit eiieli iinliMihiiil emiecin 
enter infu lliis (•iiinmleintioii mill an they al'l'eet tliu wlmle .md jus they iiulii'iito 
Hpeeiiil eiii'iiiii.Htiinees wliieli niiial lie |riv(‘n weight. 

Ten seniM iign Ihi.s t'eiiiiiiiHsion allowed 8 per eenl upon a leieniii.ililo esliiiiiito 
lit iiiie.stiiient as a fail letilin in eeit.iin e.ises, and MiliHi'rpK'iit develnjiineiits liimi 

(‘(iiiflinied the leasmiatileiie.i-h of sin li a ligiiie fioni tile .slamliioiiit of hotll tlio 

ntilitl and the (oiisiiineis Sinee thal tune Ihe Inisiiiess ol geiicMtiiig iiinl diie 
tiibiitiiig eleeti'ieltv li.i.s vastly inei eased in extent and jm]Hirfiiiiee. Weakei 
eonipanieH li.ixe lieeii (‘liiiiiiiati'd liy eiinsolidatiou .iiid destinelive eoiii petition lias 
nInioHl (li.sainii'iiied. (Joii.si'n.itne liiiiiin ing niidei piililic coiitiol and imiensi'd 
reeogiiition of the inipmt.inee of ulilili seiiiee to the eoiiiimuiity haie ineriased 

tlio eoiiluleiieo of the iiuestor .\ll these tilings tend to niiike iioasihlu a leduetion 

in tho late of leturn which nm.st be iiUowed in ordei Hint oleetne, utilities may 

fioeux'o the (’iipital neeessaiy to'*theii growth The pailieiilat utility now 

liefoio Us is not an iiuiisnallj large eoiniianj and selves no l.irge citus. Its 
seeiuities lio not have the hioad niaiket and wide io]iutation of the l.ugei coiii- 
piuiiea. Aftei a due eoiisideial ion of all factors the Ihimniission beluves that in 
this instance a. net return of S per cent attei the payment of federal iucotiie tn-X 
is roabouable i" 

Thus quotiitioii .dso scrscs to hi'iiig out the point already noted, 
namely, that the eoiiccpt of a fair retnrii ha.s shown a tendeney to 
liecomi’ ludopeiident of the rate hast* ami to lie fixed liy more or less 
rigid and absolute standards. 

The price upheaval due to tht' world war affected the utilities and 
their eousiiiners alike. The abnormal conditions of this period re.sulted 
ill the ffommiK.siim’s modifying the jioJieiiss of [ireeetliiig year.s. 
Although public utility corporations are entitled to ri'ceivc a fair 
return on a fair value, as a matter of fact they dul not gel this in 

W 24 (-' tt. ('. 09. 

is Tbid 75, Sou also OolfUai (hite fVrri/ Co., 20 ('. 15, (A 172, 179; ‘‘In only 
a f(>W' except iona! casiss wheu' hazards wei» extiaordinniy or where tho rrrvested 
capital was relatively hiiiall in propnition to Ihe amount of opeiatiug revomies and 
expenses, lias tho C'onimission nllowtHl a return nr I'xcess of approxiinatoly 
8 per cont.*’ 
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most cases during the war years. Of cour.se, it always rests in the 
hands of the courts and the commissions to decide what constitutes 
a fair return on a fair value, and a rate set at one time may be 
considered too high or too low at another, because of a change of 
conditions. Even witliin the limits of tliis reservation, however, the 
authorities took the stand that utilities during this period could not 
expect to receive what was acknowledged, by precedent, to bo a fair 
return. As we shall see in the following section, in California it was 
laainlained that the eon.sumers of public utility services should not 
be expected to bear the entire burden arising from abnormal costs 
due to war conditions. Con.sequently, although utility rates were 
rai.sed to meet the new situation, the increases did not correspond to 
the price increases and the profits of the public service corporations 
siilTered accordingly.^ For example, in the apphcation of the North- 
ern California Power Company ConsoHdaied for an increase of rates 
because of the increased cost of serving ga.s, the California Oonunis- 
sion said: 

The eommissioii, in aonsnlering this and other applications o£ this land at 
tho present time, recognizes the abnormal condition under which public utilities 
are laboring, and seeks to afford such relief as is fair and reasonable. However, 
utilities should certainly not expect the public to bear all of the burden of the 
pievailing abnormally high prices due to war conditions, nor ask that they be 
permitted to uain the same returns that might reasonably be expected under 
normal oonditions.w 

From the standpoint of the theory underlying the deci.sion.s, tins 
attitude really represented no departure from the policy adopted 
before the ivar. Such unusual and unforeseen conditions cannot be 
said to modify the theory upon which a body acts, unless it can he 
shown that the fundamental premi.scs have been changed in the light 
of experience. 

In the period of depression following 1920, the public fought for 
lower rate.s on the ground that iirice.s had fallen and ifc^was unable 
to bear lh(> charges being made for public utility services. As we 
shall see later, the authorities, in theory at least, maintained that the 
utilitie.s had been a.sked to bear jiart of tlie burden during the abnor- 
mal price upheaval of the war and could not be expected to continue 
to do so w'hcu prices fell. Thus far were thej' consistent. But hero 
their logic ceased, for they failed to take account of the defi- 
ciencies below a fair return suffered by the companies previously, 

i*Heo 1‘1 Ct R. 0. 400; see also tliscnssion of tins queslioa in the following 
section. 

JB 15 O. R. a 208, 211. 
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and coiiNidcred the rales only as of tlic tune of the inquiry’*'' Consc- 
quoiitly the utilities failed 1o earn a fair return o\er a period of years, 
although the fiuidarneutal tenet of the ivhole regulatory scheme was 
to the effect that they should 

The Inferstnte t'ommeree ('oiiinii.ssion has maintained the .same 
stand in this respect, as the thiliforiiia body, by a.ssertiiig that rates 
cannot he regulated in order to relieve an industry in distress. Eco- 
nomic necessity should not, tin* federal authorities lu'ue contended, he 
used as a new standard whereby to reipiire the rednetlon of rales 
lower than uould he .(ustitied hy other standards recognized, in 
National Livr^lorl Hhij>pers' Liagiir rs Ateliison, Tojnha and I4aiita 
Fe Kailu'aij Company, organizations of stockmen asked that railioad 
rates he reduced because tlie Inesloek industry could not tlournsh 
under the exi, sting structure’" Commissioner Hal! in rendering his 
deci.sion .stated ; 

Pefeniliints have met, the 'ihhuc Huh pii'seiitcil with euikici. as to tlic leiwoii- 
ableiieaH of the present mte atiiictme as a whole, imlgcd bv llie ici'ogni/cii tnijis- 
poitalion slimilfiKls. It tins been suggc'sled Ibat to thcnc stamlindu sIkhiIiI be 
milled nuothei, tliat of eooimime neeessilv, timt tlie earneis a.s public sei Mints 
should bear pint of tlie putihe burdens, and tb,it we nun hnd unjust and iiiueil- 
boiiaido a i.ile atvuetme wineh is ind lelaved (o meet the needs of iiii iiiiUisIrv. 
I’ot in anothei wav, the pioposilion is advaneed tliat Me niav find eMsting i.ites 
unjust and inniasonable and teqiiire lliul tliei be reduced lielow wlial would be 
jiistitied by sf.indaol.s iieielofoie leeogiiized, because an nidii.stjy i.s not pio.sjiei- 
ing If tliat be tiue, tlien tire eoinei.se iiiiisl tie triu', that at times when the 
indusliy prospeis we nun Ihid .juslilied r.ites higher tlian those winch iiudei' 
neeejited st.indaids would lie jii.st and leasmiable If true of (lihs industry, it 
must lie turn of other imiii.stiies tliat languish or ilonnsli, now and lieieaftei ; und 
if true of iudustues, wliv not true of loealUies and indhiduiils'' The .uiswer is 
tliat the fouiidalions of what is just and leiisonalde aie not set on such shifting 
sands Essentially the jiiopositum is not new- and has been dealt with and disposed 
of long ago.is 

The eonclii.sion to he (Imiun from tJa.s di.seii.s.sion i.s that rate- 
making bodies have in general gone on the theon/ that rates .should 
he stable regardless of economic coiuldions. Onee the rate base and 
the rate of return have been lixed, they have eonehuled, the only 
vai-iatlou permissible i.s that which is ueee.ssary owing lo changing 
costs, although even here the utilities have been expi'cled to hear part 
of the iiierea,Hefl burden due to rapidly rising prices 

111 See 19 0 B d 585, ,ind infrn. See also Poe. Hire r/roirera J.ssoo, rs. A. T. 
if- ft F. Hy., 20 (1, U. d, 418, citing roncliaiiivUi Farmers' Assoc p.v. lUoinus 
Central H.'Cn., 1!) I fh C. 515; Hailroad Cam. of Iftorida c. So. Express Co., 
28 I C. 0. 636. 

17 6.3 I, C. C. 107, 


IS III Kh: 115. 
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That this problem is tar from being settled, but on the contrary 
presents a controversial field in ^Ylllcll there is anything but unanimity 
of opinion IS shovm by the decisions rendered in the two eases con- 
cerning the Application of the SouthcMi Cahfoimia, Edison Company 
for authority to file and make effective new schedules providing for 
an emergency increase of electric rates The Southern California 
Edison Company alleged that by reason of a shortage in the supply 
of hydro-electric power its operating expenses would be increased 
and its net revenue reduced by about $5,632,000 in the year 1924, 
The company maintained that the result of this reduction would be 
to make it impossible for bonds to be certified until late in 1925, and 
that, if construction work was to be continued and the demand of the 
public for an increased supply of power were to be met, rates had 
to be increased to a point that would permit the certification and sale 
of bonds ill the spring of 1925. 

The general prosperity of the territory in southern California 
served by the applicant had been more or less seriously affected by 
conditions of drought and this burden was further increased by a 
shortage of electric service on the applicant’s system. The company 
did not contend that the rales were too low for average conditions, 
liut that the burden of increase of operating expenses was too great 
to be borne by the company, especially in view of the rapid develop- 
ment of tiie territory. The tlommission dcftided to grant an inerea.se 
of revenue of $1,100,000 which would allow a total net return of 
about 6% per cent. 

Commissioners Seavey and Shore registered a dissenting opinion 
in which they stated lhat they considered tliat the net return of an 
abnormal year .should be taken into consideration only in it.s relation 
to the return over a period of years, on the theory that there are 
excess earnings in some years winch should be u.sed to offset the lean 
years. They contended that a rate of return should be set with 
reference to ai'erage conditions over a periotl of year.s. They also 
contended that if the Commission should add a surcharge of 10 per 
cent to existing rates to tide the company over, then they .should also 
demand that rate.s should bo proportionally reduced when the return 
was in excess of 71/1 per cent on the rate base. 

Another contention advanced in the dissenting opinion wa.s that 
it w'as unjust to require eon.sumers to .share the so-called lo.sses of 
the company at a time when the former were suffering similar and 

w 25 a K. C. 161, anil 25 0. K. C. 475. 
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serious losses from the very siime causes Tins argumeui should be 
eomparert to that advaneerl by Uie Commission during Hie period of 
rising prices. If eompames are to be a.skcd to share burdens under 
licit h conditions, when are they going to gel a ehaiieo to make up for 
losses? Although I'egulating hwlies have geiieially taken the stand 
that economic necessity should not he used ms a separati* standard in 
fixing rates \et this dis.s(‘nling opinioii, together with the general 
stand during the war, shows that rate-making liodies realize tliat sueli 
must he the' ease regardless of their insist enee ui>ou the inve.stiiieut 
theory. 

Immediately after the deeisioii ,|iist diseiissed was remh'red, a 
iclieariiig wa.s giaiited and the (irst. cerdiet was rexer.sed fn this 
ea.se the majority assmded that the eh eiiiiislauec's were almormul and 
lemjiorai'.v and that ill ilities .should hi* eKpeeted to meet these without 
rate' adjiistmeiils They staled that 

Till' jiuisoiit ,>('ai pirseiils uiiu.siiiil iudIiIchis to aiiptu'ioil '.-s eoii.'iumeis iluo 
to till' gi'iit'ial miniariu' ilopii'.ssien anil tliu riii t.uloil iisr of cleclni' |n)vvt'r luailo 
uiH'essaiy ti.v tlie iliniitli aiiil tlie iaaliilit.v of Uie cmapaiiY to moel. tlio doaiamlfl 
maile upon it 'J'lie fK-ing of rale.s upoa avriago latlioi tliaii Hpoi'ial (.•oaititious 
ih liiglilv (lt'.siialilr hi'i-ause it eliiaiiiali's olijwlioaalilo tlui-tual ions m rates ami 
ilisti iliatoa ovei aovi'i'il yeais tliu liuuloiL tlial would othiwwiiu! lie coin i‘iitii.iUHl 
in a .single ^eai.-o 

Comissioners liruiidige ,)in(l Martin disscuited from thi‘ ma.jority 
otiimon on the rehearing and maiiilained the same imsition thiit they 
had hi'hl wlieu tlu' majority oinnioii wa.s rendeied in the original 
ca.se.-^ Th(\v contended that their origitiai .stand wa.s ba.sed on the 
theory tlnit it would be fair to both the eouipany and the ruteiuiyers 
if ('ach bore ono-lialf of the Imrdeii eansed by tlie excessive, and 
imn.sual drought. They akso insisted that the minority oiuiiioii in 
the original bearing had argued that the company should bear Hie 
entire burden, wlicrea.s in the majority upiiiion, the same indivuluals 
suggested that the expense.s of the year 1924 he included in the 
average upon wliieh rates slioiiUl be, based in the future. This meant 
that the los.sess for that year should be ab.sorbed over a jieriod of yeav.s. 
Commissioners liriindige and iMartin contended that this meant, that 
the co.sts of 1924 would be spread over a long term of year.s and jiaid 
for by coiisumoi's who would receive little li any benefit at all from 

20 25 <J. E. C. 475, 478. Scp .also San Joaquin Light if- Pnirn Cinp , 17 C. E. C. 
940, 954. 

SI Commissioner J. T. Wluttlesley registoreil with tho niajority ui the ongniul 
enao, ami then rL'gi.steruil with it again in tins opinion on tho lolie.iruig vvlueh 
rovoraod tho first decision. 
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such increased expenditures. The present Commission, they said, 
had no right to “leave in the hands of future Commissions the duty 
of reimbursing the company for necessary and admitted expenditures, 
to which reimbursement it is, in equity, entitled now.”-- 

In conclusion they stated ; 

Economic conditions and price levels change from time to time. Utility rates, 
to he fair ahUe to oommmers md the company must change also. It is not possible 
that any Commission can fix rates so as to spiead the losses of 1924 over a period 
of forty or even of twenty years If lliis were possilile, in onr opinion, it would 
be undesirable. In effect the result can only bo to deny the company any 
reimbiirsoinent for its extraoidmary expenditures.-^ 

The two opinions ju.st dnseussed bring out forcefully the funda- 
mental problems connected with the regulation of rates based on the 
investment theory. The difficulty arose m the application of the 
principles, suliseribed to by the majority and the minority alike, that 
utilities are entitled to a fair return ou a fair value under economic 
conditions varying widely from year to year The minority in the 
second opinion emplnusized what experience has shown to be the case, 
namely, that when lo.ssea have been incurred they cannot be amortized 
over future years. 

The majority decision in the .second instance certainly showed 
a logical consistency wi1li 1he theory advaneed during the war years, 
namely, that the iitilitie.s .should be expected to bear part of the bur- 
den ill abnormal timc.s. They were just a.s certainly illogical in their 
attitude in that they were asking the companies to bear part of the 
burden both during rising as well as falling prices. 

If ulililies miiRl absorb part of the burden dnrmg periods of 
rapidly rising prices and then cannot get enough to constitute a fair 
return during depression, let alone make np for previous losses, it 
would seem that they are being caught both ways What constitutes 
average conditions under these circumstance, s ? As long as we have 
changing economic conditions, with their resultant periods of rising 
and falling jiriees, prosperity and depression, rate-making bodies will 
be faced with problems similar in princiiile, if not so extreme. 

The i.s.snes pre.seuted here must carry vciy great weight in the 
ultimate decision as to what constitutes a sound theory of rate-making. 
This filial opinion of the California flomralssion, taken in conjunction 
with previous ones during the period of rising prices, shows a very 
inconsistent sittitiide on the part of the authorities, which, if followed 

=2 28 C. It. 0, 478, 481. 

38 ifi fib ! 481-482. Italics miiw. 
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rogfularly, Avodld catch the utilities both ways In time of raiiidly 
rising prices the utilities are expected to forego part oF their legal 
prolils; 111 times of dejircssion the same is required, while, in addition, 
the eeonoiiiic, condition of the consiiniers reacts unfavorably to prevent 
a fair return. 

On the other hand, if ntilify rates are In I'ary u’iili eeononufj con- 
ditions the theory of a fair return on reasonable investment lias been 
definihdy abandoned, and the ])rime gauge lias become iiiiaiieiul 
requirements teiiqiered with ability to pay So far no rale making 
’body ba.s escaped this dilemma Ineideiilall.v, it may he remarked, the 
final decision in llii* Sonlliern California Edison ease, is, from this 
viewpoint, decidedly .sound; llie real (‘rdieism of it lies in the fact 
that, it IS out of line with Ilii’ general [loliey and therefore is not 
logically consistent Kafe-makiiig bodies at lea.st must follow a definite 
line of apiiroacdi, il that [iroNc iinsalisfaelory then a new yioliey must 
1)0 adopled hut to wander from pillar lo post is obviously inipossihle 
if I'egiilalion i.s to be sueeessfu! 

Nor is the Cald’oriiia Commission the only one that has divided 
on this issue. 'L'Ik' di.ssenting oiunioii (d‘ Coinnussioner C'amphell in 
the National LieeHtoeh Nhippeis' Leaqne nv. Ah'lnsnn, Topelai and 
Nania Fc Haiheaii Contpanu, h'* ^ 1 - shows that the Jntorstate 

Comnieree Commi.s.sion has fadisl lo rmieh a unanimity of oiuiuou on 
the same ({uestioii The diSsenting member niaiiituiiK'd that the mter- 
stiite Commerce (tomiiiission was ohliginl hy section 1 of the act to 
prescribe rales whudi were no more tiian the reasonahle value of the 
services reeei\ed. lie couteiided that the livestock rates in force tvere 
unduly biudeiisoiue because of llie ecouomie condition of the industry 
and that tiiey, therefore, should have been lowered. 

The theory of the comjnis,sious, then, in sjute of a strong dissenting 
minority, is that the return to which utilities are entitled should 
remain cousttuit desidte fluctuating economic conditions The tmlicy 
is to stabilize earnings as mneh as po.ssible. Thus, iu times of pros- 
perity when imiegulatfid industry is ex]teriencing ri.siiig protits, the 
rate of return to the utilities remains constant, and the same i.s Into, 
theoretically at least, when tlu' rever.se takes place. Thus public 
service corporations are supposed to ride below' the crest iu good limes 
and above the trough in bad. 

The California authorities at first went farther tliau this, however, 
in their attempt at stabilization. They mainlained that where a 
utility had been charging rates that yielded more than a fair return 
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on a reasonable value, and the excess had been, re-investcd by the 
owners, a return would not be allowed on such investment The 
theory underlying this was that the corporations were not legally 
entitled to these earnings. 

One of the earliest deci.sions that the California Eailroad Oominis- 
sion, as now constituted, rendered on this question was to the effect 
that no public utility operating ivithin the state of California would 
be allowed to receive a return upon the property, the money for the 
acquisition of which had been supplied by the public in the form 
of excessive rates. While agreeing that utilities were entitled to a' 
fair return, the authorities a.s,serted that on the properties ivhich had 
been eonstriieted from money over and above a fair rate of return, that 
had been received from eon.snmers, no return iva.s to be alloived. 

Tins principle was first laid down m the ease of Opo A. Legg vs. 
The Nevada County Narrow Gauge Eailroad Company and, the South- 
ern Pacific Eailroad, Company.^'’ The complainant a.sked that the 
transfer charge of fifteen cents per ton a.sse.ased on joint traffic moving 
over the lines of the two carriers in question, he abolished and that an 
advance in rates be allowed to points on the Nevada County Narrow 
Gauge Eailroad. After a consideration of the facts it w'as decided 
that the tran.sfer charge should bo abolished. Then came the problem 
of wdiethcr or not the companies needed an increased revenue to make 
up for this reduction. Tt w'as found that the bonded indebtedne.ss 
of the Nevada County Railroad had hoeii reduced by $61,000 from 
1900 to 1910 from earnings of property; and during the same time 
$163,941.46 were invested in the property from earnings, in addition 
to an annual dividend of about 3i/i per cent The stand of tlie Coin- 
mis, sion in regard to the income in this ease i,s be.st .shown by a 
quotation from the decision ; 

We do not believe, that the public should bo called upon to pay cxces.'uve rates 
so that bond issues can be letired from earnings of a road. The atnokholders are 
the beneficiaries as bonds are letiied, and if bonds must be retired before the 
stooWioiders aio prepared to do so, they, not the public, slioiild pay for the 
mistake in financing. 

In addition, this company has paid from its earnings .$103,941.46 in ten years 
for new construction, betterments, improvements, etc. How far can it be e:xpected 
the public should go toward flaying for such items? With the expenditure of each 
amount, the value of property increases, the assets of the atoekholdors and bond- 
holders incre.ise without further iTivestmont on their p.irt, 

Eailroads shonld make duo allowance for depreciation and should he permitted 
to accumulate sufficient surplus to renew faciltfies worn out in service, but the 

1 0. It O. 11, supra. See also 3 O. R. 0. 1213; 4 0. H. C. 570. 
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public 'ilinuld not bo calltvl iipira to proviilo tlio inoiioc i’oi iiciv lonstnudiun and 
])Ci'niaiu'iit irnpi ovoinciits. 

It the stooKlioldoi a iviah to im’Pst thcli iiioiici in now const uictioii. niiil the 
like, the public mijfht be reasonably asl.eil to p,i_v fair leiuins rm the aildilioiial 
capital thus miosted, but ivc bclioie it is absmd to ask the puhln to tuniish both 
principal and inteiest, thioiigb tbo mcdiiim of excessive lates. Home of these 
improvements aic desigiiMl to do soinco foi all time, and tlic shippeis and 
tiavoling' public of today Rhoiild not be bindenyd to puiiide facilities for futuie 
genciatioiis 

Tlie last, stateinenb was .stijiportofl liy ii (itiolat loii i'roiti Iho (lecisimi 
of the Kiiitfeme Coufl in Jllriioi.s Cnitiiil Railroad ns. T. C (\ 2()() 
U. S 441, in whieli tiie coiifl look cxat'tly tlu* siitru* sliiiid. 

Mr. Eshletiiati, a .short tthile aftenvjinl.s, rciiflinui'd this ileeisinn. 
The Ncviula-Cidif i/rnia-(>ri‘<ioii h'adieaii h.ul applied for |ieriinssion to 
increa.st' il.s pa.s.sen(rer fart's to 7 eenls iier mile-" The aiilhorilies id. 
this early tiiiie did not have llie iit'cps.sary irifonnatioii by which they 
could gauu'e the rates on tlie viiluation liasis, Init by tin evaiuination 
of the accounts of the company, the prosidiufr coinmi.ssioner fouiifl 
that the income of the company was yiehlmg a reliirii of 5 per cent 
on a valuation of sfiUhtlOO per mile of raihoail. lie also foniul that 
the maxiiiium timmmt invested iier mile was ahoiit. $7,250 O'he latter 
fiffiire was a i rived til liv a.ssumin<r that the $505,291 eliarfrial to profit 
and loss from ItlOl to 1911 liad lioen re-invested llis conclusion was 
that the eompaiiy was receiving; am]>le rcliirn on its nivestment, nitli- 
out even considering the large amount charged to jirofit and loss. 
Then he atlded: 

“The puhlie cannot he expected to ]iay rates higli enough to yield 
not only fair returns on the invc.stment, hnt to create a fund for 
construction of extensions and later to he called upon to iirovide 
interest thereon.”-' 

There have been no recent deci.sions to uidieate whether or not 
the attitude of the authorities still remains the same on this (luestioii. 
But we have seen the dispute within the Commission it .self coiieernnig 
a stable ivite of rotnrii regardle.ss of eeonomie ennditions iii re Appli- 
caiian of Southern California Edison Compainj for an emergency 
increase in electric rates. The majority opinion in this ease would 
seem to uphold the previous stand while the dissenting ininorily main- 
tained that past earnings cannot he considered in deciding present 
rates. 

The latter viewpoint is quite in accord with a recent opinion 
rendered by Mr. Justice Butler in re Board of Fiddic Utility Com- 


25 md.-.is. 


1 C B. C. 223. 
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niiss-ioners et al. vs. New York Telephone Company, 271 U S, 23. 
We quote at length from the deeision: 

Past losses cannot be used to enhane© the value o£ the propertj oi to suppoit 
a claim that latos foi the future are eonfiseatory .... 

And Iho law does not reqmie the oompany to give up for tho benclit of futuie 
subaonbers any pait of its accumulations fioin past opeiatious. Profits of the 
past cannot be usod to sustain eonfiseatory rales foi the future. . . . 

Custoineis pay for service, not foi the pioperty used to render it Their 
payments .oio not eonti ibulions to dcproeiation or othei operating cxiienses, or 
to capital of tho company. By paying hills for acrvico they do not acquire any 
interest, legal or equitable, in the property used for their convenience oi m tho, 
funds of the companv,. Property paid for out of moneys received for service 
belongs to llie company, jnsl .n,s does that piiiehased out of the pioceeds of its 
bonds and slock I’s 

The position of utility earnings in tlie eyes of the law seems quite 
clear. They are to be considei-ecl as of Ihc time of the inquiry and 
decision. Under conditions of prosperity the limiting rate is set by 
the authorities at a fair return on the rate base. In times of depres- 
sion, while the legal maximum is stil! the same, economic necessity 
in the form of a diminished demand for service drives the earnings 
below this It follows Ihen that nlililies under the present s.y.stein of 
regulation cannot get an average fair return over a period of years. 

d\s we have seen, the California authoritie.s have held that a fair 
return vanes from about 6 5 per cent to 8 per cent depending upon 
the nature of the biisluess. In stable industries the tendency is toward 
the lower rale wliile in more uncertain ones it is toward the higher; 
111 some ea.ses of exceptional risk a return of .somewhat more than 
8 per cent has been allowed 

The Inter. stale Commerce Commission, on the other hand, is bound 
by law to (i per cent as a maximum on the total value of railroad 
property, although, of course, any one railroad may earn more. The 
eonstitiitionality of the recapture clause wa,s upheld by former Chief 
Justice Taft in Eayton-Goose Creek By. vs. United States, 263 U, S. 
456, but the question of when a rate becomes coniiscalory was not 
dealt with. Nor wa.s any light thrown on the problem in Si. Louis cC* 
O^Fallon By. Go. et al., vs. United States, 27!) IJ. B. 461. Apparently, 
ten year.s was too .short a time to deal wdtli such a question. 

On the other hand in McCardle rl al. vs, Indianapolis Water Co^n- 
pany, 272 TJ. S. 400, Mr. Justice Butler hold that a rea,sonable rate 
of return was not le.ss than 7 per cent, and this on what amounted 
to a cost of reproduction rate base. Finally in United Bailways and 


S» 271 IJ. 8. 23, PI>. 31-32. 
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Elect) ic Companij of Baltimore vs. Harold E West, rl al . 280 U. R 
234, Ihiv miijoriiy of llip oourt implied lluit 8 jier ci(>nt is neeos.sary 
for a fair return.-'' It is quite evident that a “fair reluru" still 
constitutes an unsolved mystery. 

Although it IS letraHy the duty of regulatory Imdies to .see that 
eorpoiations under tliiur eoiitrol receive a fair return whenever po.s- 
.sible, nevertheless the various lavs <'overniu>' rejjfiilation do not 
gwn-tinlec any eariiinfr.s at all Tlie investor must still t.ilu' this risk 

The Califoruia Commission has made it clear that it \mU endeavor 
to see that the utilitii's receive a fair return on money wisely and 
sanely expended in servin'^ the public. But at the same tiiiio it ha.s 
been made just as iilain to investors that no ijuornnlee is ijinen a.s to 
the linaucial success of any (uilerpnsi*, and tbo.se who iuireba.se utility 
■securities of any kind in California must, make an independent 
invest igat ion To (pioti' the Commission’s own words. 

It shoulit be clearly iinileiMliiod in all c.ise.s of Lssiiaiua’ of ci'rlilieiite.i of public 
convaniouce .md necessif) and appiiual of fiancliise rigliK, secuied oi 1 r> bu 
ueeared and of iH.siies of .sloelcH, boiid.s, oi idliei .seeniiheB, tli.U llie ('immiisHiDn 
does not and iMaaol ffii.iianteo the liiian. i.'d siieccsM of Ilie eiitci [iiisi'. I’lioplo 
who llaaiieo piddle utilities in tliia Hl.ile iiiii.sl eoidmue lo lalie tlie risk of surccHU 
of tlie veiiUiie just as Uiey liiiic ahv.iys done iii the past 'the I’uldic lltilitie.s 
Alt iH no inai'ic talisiii.m inauiinj; public utilities ajjainsl failiuc in misi" t;oud 
Judfiiiind i,H not eveicmed in the liiiaiu uij; and constiin lion thereof Undei tlio 
Public TTlildie-i Ael, the pio)evloi.s of iniblic seiiice enteipnse.s may lest assured 
that 111 so fill as the Coniniission li.rs jniisdutinn, the iitiliti will be pimnitted to 
collect lates suflicieiit to yield a fan nd.nru on the inoiiey ■ni.elv and snnclv 
e.xpeiided in sio vmg the public, but more Ilian this tlun have no light to e.'cpoct ■>» 

Exactly the same remarks apidy lo the Interstate Commerce Com- 
mission. This body is hound hy law lo prescribe rates that will yield 
a fair return on the aggrcirate value of railroad properly in the 
[Initod Statc.s. but no irnaranty is "iven to any iiartleular transporta- 
tion company that it will receive tins amount nor can any one earner 
claim that the rates are confiscatory lieeause it doe.s not do .so. The 
ehari?e of conlhseation must re.st on other "rounds than this. 

nil Tlio C'alifoiiiiii f'oinmisnion has not jot been cludlenged in the courts ns to 
its basic ininciplos df 'wliut eiiiistitutes ii f.iir lotiirn and a fair value This hoems 
to be due to the fact that the Ooinmi.sshm has been liberal in its attitude, and 
also boeauso both the utilities and the Poimrussion have ondeavored to cooiieriite 
in the solution of problems. See Hiief of Southirn Cahfnr/Hu Edison Co. in 10 
C. It. C. 595. 

no 1 0. B 0. 1,3.5, Application of Vinlral Otilifornia (ra.s Compun}) ro—- certifi- 
cate of convenience and purchase of prnpertj', p. Ill; of. Iiiterstiile Uomiiierce Act. 
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Was. Prices and the Rate op Return 

The problem of the rate of return during the unusnel price condi- 
tions of the war has been deferred until this time because it did not 
alter the theory of regulation, although it was a very important inci- 
dent in the application of the theory. The rapid rise in prices caused 
by the upheaval in Europe precipitated a general demand on the part 
of utility corporations for an advance in rates wiiieh would enable 
the companies to meet increased costs and at the same time keep their 
earnings sufficiently high to secure the capital necessary for the con- 
tinuation of Ihcir business Tins, however, did not mean a change 
ill the rate base for, as we have already seen, the Commission adhered 
to the investment basis of determining fair v'aliie for rate-making 
Coiiswpieiitly the alterations in rates needed only to he sufficient to 
cover the incren.sing expenses of production, and the mcreasiiig induce- 
ment for investment necessitated by the rising price of money. The 
re.sult wa.s that rate,s did not change to the same extent a.s did many 
other prices According to the estimate of the California Commission 
itself, the average advance in utility rates did not exceed 40 per cent, 
whereas the general iirico level rose from 72 per cent to 300 per cent 
over the pre-war level These statistics prove nothing of course 
as to the restriction of rates to that extent; nor as to the soundness 
of the investment theory as a basis for gauging the reasonableness 
of rate.s. Neither do they prove that some other theory of rate regula- 
tion might not have been used equally as well and with better results. 
They merely illustrate what the authorities claimed to be the facts of 
the ca.se without any conclusion or inferences draun therefrom. 

Hmce the general methods by which the authorities determined 
a fair return have already been discussed, it is necessary to present 
here only a few illustrations to show how inerea.sing eost.s due to rising 
prices were handled, and how the application of the theory of a fair 
return was thereby afi'ected. 

An example of a ease in which rate inerea.se.s were gi-anled because 
of inerea,sed eo,st.s couceriied the aiiplication of the Cilnis Belt Gas 
Company for an increase in gas rates.®" The appheaut contended that 
in the past it had not earned a fair return on its imT.stment and it 
did not propose to a.sk for such now; hut owing to the inereased cost 
of oil which it used in maniifactmung its artificial gas an increase of 

SI Annua! St-port of tlie Califiiraia Railroud ComniisBion 3Ut!0-t921i31. 
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ratos wa.s necessary in order to enable it to eontimie to earn at least 
the not retnrii enjoyed ni 1.916 In other words, the iueroase requested 
was merely to oJlsct the increased cost of oil althoupih the costs of 
labor and inalcriaLs had gone up also. Tlie Commission Is experts 
examined the increase of nperatnig exiietise.s due to tlie rise in t.hc price 
of oil estimated what the extra cost would be. and recommended 
economies in the use of oil. The Cominis''ion einjiliasized tlie iieeessitj' 
of keeping’ rates down because of the eifeet on the sales of the utility. 
It was evident that the jieople were iiaj iiiu’ iiretfj manly all that 
' they were ivilliiig to pay 'With these eonsideratioms in mind illr 
Devlin granted the relief rerpiested Jn doing so lie remaiked • 

Careful (‘onsidpiatioii must lie gi\cn (lie ]iiil>!ie in iiii'iea.mng lates diiniig tins 
nationiil crisis wlicii tlie prices of .ill coiiimielilics tune iiialeii.sity nicieased, in 
many ca.ses fiu out of propiiitnm to the im rcasc in the pulihc's eimiiug powci. 
A ooipoiation must expect to not onl\ tconoiin/c in so far iu« iiossiiih’ lint hi 
many instances may have to foicgo ii consKlcriihhi pint of its piohls dining this 
ponoJ. I behove, lioivevci, in this iiist.aiice, (oiiMilonng (lie (iicvioiis loic ictiirn 
earned, that applicant is entitled to an incrciiHe m lates wiiiili will, ns iieitr aw 
possible, offBot tliu iiicron.scd price of oil, Tncrciised intes to envoi adviuiceil cost 
of oil will not, in niy opinion, iiialio il possible for iqipbcant lo lut even its 
foiiiier rctuin owing to probable leductimi in sales and incie.ise of other costs. 
However, t do not behove it adnsable at tins time to iiieiease (lie latcs fiiilher 
than heroin set foith.as 

The opinion expre.s,sed in this deeision lhal utilities might be 
expected to forego a consuierable jiarl of their profits dunno' a period 
of national crisis was re-asserted by Ulr Devlin in re Citii of Piieifte 
Grove vs Coast Valleij Gas and Kteetrir Companij " The eomplainaiit 
in this case alleged that tJio gas rates in Pacific ffrove were exorbitant 
and nnrea.sonable Tlie Commission made a very exteiiMw investiga- 
tion into the rale base, opei-alnig expenses, cost of money, rate of 
return, and the problem of rising jiriees, and eoiiclnded that an 
advance in charges was 3iece,ssary. Put although a ri*vision of rates 
wa.s ordered because of increased costs the commissioner did not con- 
sider that the utility wa.s entitled to .shift the entire burden arising 
from the abnormal .sitnation on to the .shouhho's of tiie consnmers. 
He stated that he realized the necessity of a revision of rates to take 
care of abnormal operating expenses brought idiout by the existing 
national crisih, but he did not consider it logietd, equitable, or neces- 
sary that all of the burden so created should he shifted to the con- 
sumers, but that a fair portion of .such burden should be sliared by 
the utilities 


38 f bicZ. :144. 


31 14 0. B. C. 460. 


oiilbu? ■483. 



52 University of California Puhlicaiions m Economics [Voi> 10 

This stand was consistently maintained at a later date when prices 
had fallen considerably, as was shown in re Application of ihe Pacific 
Gas and Electric Company for an order of the Railroad Commission 
fixing fair and reasonable rates for gas supplied to its consumers.^° 
The company asked for an increase in rates on the ground that 
the cost of the oil it used iu manufacturing gasi had increased by 
$282,532 over the cost estimated when the existing rates were fixed 
hy the Commission. The prote.sting cities argued that with falling 
prices the public would be faced with reduced profits and that the 
gas company should be expected to hear its part of the burden by 
accepting a lower return. Mr Devlin quite jiLstly rejoined: 

In this connection it must bo borne in mind Hint the same point was argued 
at the early part of the war when increase of gas and nleotiic rates throughout 
thn state wil-s considered — that the utilities should bear part of the win burden 
resulting from the tendenev toward increasos in tho iniee of all commodities and 
tho cost of living, and it is to bo fuither borne in mind that at the tune the 
rates were increased in 1918 consideration was given to this fact and the comp.any 
wia not allowed to ineieasc its late of pioftt during the war period but was only 
allowed suflloiont ictiiiii to approximatoly inaintain its foinicr earnings .and 
continue to rendor adequ.ilo siavice. I’ho lecords show that applicant’s not profits 
from its gas buaiiiess have not iucrca.sed during tho piuiod of high prii'cs, when 
it IS conooclod that extra pioflts weie made hy industries in general Tho utility 
being lostiieted to but a fair and loasonablo return during such a porind must 
when a change in such conditions oecuis reducing the piofits in other hues of 
endeavor be inamtamoil upon a loasonablo basis, as otherwise, piojici and adequate 
service cannot bo leiidercil.u 

Accordingly the company iva.s granted an increase in rates. But it 
should be noted that the company during 1920 had failed lo earn a 
rea.sonable return by .$600,000; yet Mr. Devlin did not pre.scribe a 
rate which would enable it to wipe out this deficit. Instead he fi.xed 
one which he e.stimated would give a i-ea.sonable return (luring the 
ensuing year. 

The sudden rise in the price of oil following the autumn of 1916 
confronted many of the utility companies with a financial emergency. 
It became ucce.s.sary for the f'omnii.ssion to fix rates .so a.s to cope 
with the situation. This was clone in a case concerning the Pacific 
Gas anul Electric Company which ease beeaine a precedent for many 
other simihir one.s.'^'* The authorities decided that iti was quite impos- 
sible for the gas companies to absorb the extra eo.st and remain .sound 
institutions financially. To meet tiu.s situation normal rates were 
established, and siipei'impo.sed upon them was a distinct and separate 
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surcharge The surcliarge represented as nearly as possible the abnor- 
mally increased costs o£ operation This method of rate-making was 
used at this time so as 1o give a flexible scheme for promplly meeting 
changing conditions of cost ivithoiit the necessity of eonstan’tly revis- 
ing all of the base rates Tims an inerease in coshs nonld be reflected 
by an inerease in the surcharge, and a decrease m costs by a decrease 
ill the surcharge. The rate sehednle dividial the charge [laid by the 
consumer inlo two parts. (1) the base, (2) the siireharge. The base 
rate represented the, norma! reasonable rate under the eonditions 
existing when the first rate wa.s lu-escnbed. The surcharge repre- 
sented the addition nece.ssary to meet emergeney eonditions whieli 
had arisen subsequent to that dale, h’urlher varialiotis in eosi instead 
of requiring a new and careful e.vammatioii of Ihe whole rale schedule 
could he dealt with by altering Ihe surchargi- 

The discussion in this chapter has sm-ved to show that tin* general 
t.heory of the California Railroad Commission is lhal Ihe eannngs of 
a utility should bo stable, limited at all times by a fair reliirn on the 
rate ba.se e.stabli.shed at the time of the inquiry, and that in tiiiie.s of 
stress the companies should forego jiart of tlu'ir earnings The 
authorities have not been logically consistent, however, since they have 
not alloived utilities to malce iij) for los.s(*s incurml in limes of stress 
by amortizing .such amounts in prosperous jieriotls, ]’erhai>s they 
would maintain that tins has been taken earn of in Ihe allowance of 
a liberal return W'hcn the con.sumers have been able to i)ay it. This 
is hardly a legitimate defense, liowever, for we liave seen that iitilitjes 
have on occasion been refu.sed a return on jU'Ojierties acquired by 
moneys received from consumers in excess of a reasonable return, 
Moreover, the only losses coiqiorations have been allowed to nielnde in 
a rate base have been those termed develojimeiital costs. Still further, 
it IS apparent that the rate of r(>turn is fixed as of the time of the 
decision and indeed this must be so according to the oiunion rendered 
hy Mr. Justice Butler in re Board of Public JJtilitu Commissioners 
et al. vs. New York Telephone Uompamj, 271 II. S. 211. 

Although the Inlenstate Commerce Goinraission lia.s not dealt with 
such a situation as this, since only since 1920 has it been eulh'cl upon 
to face the problem of a fair rate of relurii, yet the actual condition.s 
in the transportation indirntry have led to exactly the same results. 
From 1888 to 1922 the highest ratio of dividends declared to all 

asiReC! 15 C. E. O, 773; 15 0. H. 0. 778; 15 O. E 0. 782; 15 C, R. C. 788; 
15 0. E, 0. 868 ; for aaditional and sfanUar exnniples 
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the stocks of the railroad companies was 5.42 per cent in 1911.'“’ In 
the ten years previous to 1915 the railroads ivere not able to earn a 
net income sufficient to maintain credit aird attract capital, and in the 
latter year receiverships reached their peak with a total of 42,000 
miles in the hands of the courts,'’ Consequently the transportation 
industry broke down as a result of the strain imposed by the war. 
When it emerged from federal control it was in anything but a satis- 
factory condition. By this time, however, the mandate had been 
given the Interstate Commerce Commission to see that the railroads 
received SVe per cent on their total Amiuation In spite of tins legal 
requirement the companies voluntarily had to accord a reduction of 
10 per cent on practically all rates on agrieidtural produce, in 1922, 
because of economic conditions Later m the year the Commission 
made a horizontal reduction of 10 per cent on practically all com- 
modities.'*^ Jn fact the legal return of 5% pei- cent has not yet been 
acquired by the railroads as a whole even on the tentative valuation. 
It is quite apparent tliat they will nevei receive an average of this 
amount over a period of years if past losses are considered at all. 
If 58/^ per cent is theoretically the return necessary to support the 
transportation industry and this is all the carriers arc allowed to 
earn in good times, where i.s the re.sc‘rve against hard t, lines? Evidently 
the authorities have entirely failed to profit by the experience of the 

r- 

preceding fifteen yeans. ““ 

The analysis in this chapter of the problems confronting the 
authoritii's and the decisions they have rendered, brings out the 
fundamental dilFeronces hetweeii the theory upon which they have 
been working and the actual applications of that theory. In prin- 
ciple the public service eorporatioiis have b(*en supposed to secure 
what has been designated as a “fair return on a fair value ” In 
practice there have been many deviations from that principle and 

Miller, S. L., Xailivai/ Tmnsiiorlatwn .rrM). The iroeU-Simtli 'Resuliition, 1.925, 
required the. 1. C. C!. to gue due- weii;l't to tlie effect of rule readjiislmeiits upon 
comnioreiul coiulitions Tins was contiarj' to the aniiouneed iioUey of tho Cummis- 
siwi, 03 1.0.0 107, Jt, uIho iiitioilueeil a conlliet with the “rule of late-inakiiig-” 
of the Aet of 1,920. It should bo noted, however, lluat thus Itesolutioii eannot 
owupc! the I, 0. C. to preaonlio eonfisctitory lalea. tiee Ijoekhii, P. P., llailroad 
Boijulatwv, >Sweff WSO; Pognim, U. P., Legal v. Eroiunmo I’rnu'iplet iii FuluaiUm, 
op, cit. 

■n Oimningham, W, J., Amerioan Railroads, chap. 2. 

42 .Tones, Eliot, op. mt.;578-579. At the presi nt moment (Aug 1930) President 
Hoover is asking the raiinntd.s voluntarily to reduce rates in older to relieve the 
ug-rioulturai regions suffering from the drought. 

41* Bee Knronu o£ Bailway EeoTUjuiiea, A Jlevkiv of linihraii Operations tn 
l.m’a'JS. 
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coiisequentJy tlio Jiverage r<‘liirn on iiive.stiiu'nt over ji poi'iod of years 
has boon lower than what is mlmitted to he fair 

Wherefore this diserejiaiiey ' Tlie answer seems to he Iwol'nlil; 
first, in the ineonsistency ni the apiiheatiou of ilie th(‘i>r\ , second, 
in the practical difficulties ui the way of apjilying a rigid standard 
to widely varying eennoniic eondilions aeeomjianieil by the view 
that, regardle.ss of presmit eoudition.s, no Ihongiil imist he taken of 
the future A far-, sighted pohey is advisable, it is neee.ssar.v, lliere- 
fore, to realise that, a fair return in times of prosperity may lie an 
.entirely^ diU'eroiit thing from a fair return in times of depression 
Tins hold.s true from the slamlimint of the eonsiumu' as vi'll as of 
tile producer Consequently, it would he belter to huild uji resei ves 
in good times, with the speeii’ic pnnision that 1he.se were to he used 
to a.s.si,st in payung dnuleiuLs when hnsiiie.ss was .slack, than to 
endeavor to keep up ('arnmgs in depre.s.SKm due to a laek of exees.s 
income during prosperity Xor is stalnlity emiangered Iherehy: on 
the oontrar.y it i,s strenglliened b.v the more eiiiiitalile apportionment 
of the burden on the shouhler.s of tlie eonsiimer .Surely' the .street 
raihvaj^ industry olTors adequate demonstration of the futility of a 
rigid rate strneinre. 

Moreover, imloss returns vary siiflieientl.v to atlraet, eapital from 
other fiehls of industry, juve.stment in public service I'orporations is 
bound to fall short of the heeds, with the inevitable result that the 
public will .sutler heeanse of inadequate faeilities. Witue.ss the eoii- 
ditiou of the railroaiLs as a result of sueli a policy down to 11)1 S “ 

•11 “The war worked havoc with many atilitios. (tmuuuusioiis did act see tif- 
to inako rate jiicrea,SPs at the time of axipliration iiv tlie liope (li.it imjjroveineut 
in econoiiiie conditions ivould niako them uiineecss.iry. Often, when iiu rease.s woie 
grnntod, they proved insufficient to meet the increased cost.s of laboi and capil.il, ’’ 
Outlines of Public UtiUti/ Pronomies, Glaeser, M. U., iSiew Vuik 1927, p. 73S 
See also Lagerquiat, "W. B., Investment Amiliisis, ciiapi, XXX. 
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OHAPTE3J IV 

COST OF SERVICE AND PARTICULAR RATES 
Introduction 

The investment theory of rate-malang obviously is concerned only 
■with the rate level as a whole. Since all utilities either perform a 
variety of services or serve a variety of customers, it becomes neces- 
sary lo detennine individual rates as well a.s the general level A 
gauge must therefore bo secured for each of these, and one of the 
standards used is the cost of the particular service performed. This 
standard has been applied by the Commission in California in various 
ways. 

Analysis of the application of cost of service to fixation of par- 
ticular rates discloses the fact that four main factors have furnished 
the guide: metered service, the distance principle, joint rates, and 
additional cost. Metered service has been used in the regulation of 
particular rates of utilities, other than transportation; the distance 
principle and joint rates have been utilized primarily in connection 
with the determination of particular transportation charges, while 
the factor of additional cost has been applied lo all utilities The 
theoretical basis underlying each of these devices, however, has been 
the .same, namely, the co.st of the service rendered, the word co.st being 
interpreted according to circumstances. It should be nnder.stood, of 
course, t.hat the foregoing principles are not mutually exclusive. 
Moreover, other rate-making factors, discii.ssed elsewhere, arc, more 
often than not, used at the same time. 


SlBrJEREU Bebvk'e 

Early in its lu.story the California Railroad Eommi.ssion expressed 
the opinion that charges on the basis of a metered .senuce v'cre much 
to be preferreil, and it has been the policy to encourage the use of 
meters wherever possible, fi'he theory underlying this attitude is of 
a t.vvofold nature: (2) a flat rate tends toward \va.ste: one based upon 
amount consumed, checks w'a.ste; (2) charge.s on the meter basis dis- 
tribute the burden of costs more equitably. 
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Furtliermoic, the flat rate ofCeis no opportuiiity to iliMtiihute the liindeii of 
coat upon a fan haaia of quantity of aciviee tuiniahefl the eonaiutierj heeaiiae 
witliin the limit of the flat I’ate the smallest eonsiiiiier pays as mueh as Iho laigost. 
This principle must not bo caiiiefl to the extent of preventing (lie eslahhshmont 
of a fair mmimiim ehaige, for this lattoi is basefl on the necessity of eonipemiig 
each oonsiimer to hear some pait of thn bm.ien of funiishing tlie utility. i 

The only important tttilily service m (lalifornia, exeejit street rail- 
roiicls, whose rates are primarily ou a “flat” liiisis is telejihone service 
AVithiii a given exchange area the charges are on a ihil-rate basis. 
Outside the given exchange area, however, rates rest .strictly on a 
mileage basis, being graded similarly to railroad r.iles, ami also being 
graded as to time. 

The flat rates wilhin a given exelunige area are theiiisiflves in 
accordance, as much as possible, with cost and quality of service, bid 
within the limits of these flat rates lliere is absolutely no variation 
of charge eorre.spoiuliiig to the ainoinil of use of Die .sen'ice - 

The California Commission ha.s taken stiqis, liowever. loward 
establishing telephone service on a metered basis The oiitstaiulmg 
decision in this comieetion was that concerning the rates of the 
Southern California Telephone Compaini ' In its iqijilication to the 
Commission the company, among other things, asked pm-mission to 
introduce measured rates for bn.sine.ss seiTiee Iloth tlic Conunission 
and its engineers agreed that tins .should be done in order to dislribnte 
the charges more equitably among the subscribers It was stated that 
practically all the cities in the United .States eomparable in sizt' to Los 
Angeles had mea.sured telephone rates for business serviee. The 
number of telephones in Los Angeles was inerea.suig rapidly, ami the 
variation in use of the teleiihone service by bnsim'ss subscribers wa.s 
becoming greater. At that time the use of an individual bii.suiess line 
sei'viee varied from a few calls <o a.s high as 1,500 culls per montli.^ 
Consequently, on the flat -rate basis the subscriber wliose reijuirements 
were limited to a few calls per monlh found bis rates quite out of 


1 Hawthorne JElcctrio and Water Company, 1 C. It. ft 972, 07 1. 


2 Tile fullowing example is an ilhietration of this: 

Hates of Couraa Home Telegiyipli and Telephone Company 

BUSINESS SEKWCE BESIBESl'E SERVICE 


One-party per month 
Two-party per inonth. 
Four-party per month 
Eight-party per month. 

8 0, B. 0. 170, 189, 

8 26 O. R. 0. 721. 


WALL SEl’ 

1IE.SK SET 

W.\I,L SET 

DESK .SET 

$2.50 

.‘t.fl.T.O 

$2.00 

,$2 25 

2.2.6 

2.50 

1 7.5 

3.00 

2.00 

2,2.5 

1..50 

1.75 

1.75 

2 00 

1.2.5 

l.,50 
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Ime with the service required or received. Under such conditions it 
was quite impossible to apportion the charges or the co.sts equitably 
as between the small user and the large user. In fixing the rates for 
the company the Commission said: 

Aa tei'etofove stated, ivo behove that flat rale service for indiviihml business 
line and commercial private biancli exchange service should be continued only 
until inoa.suiod soivico can bo established, and the subsciiber bo given ample 
opportunity to bocoriio familiar with the new rates and their application The 
rates herein fixed contemplate that on and after January 1920, individual 
business line aervieo and all piivate liraiieh exchange scrvico in the Los Angeles 
exchange aiea. shall he furniahed only nndei measured lates The measiiied latcs 
heiein fixed fur business sciviee will icsult in a reduction in charges coiupaicd 
with the present flat rates to a conaidcrable number of users and to those business 
suhscribwa having a relatively sma.!! demand for aervieo. Those subacribers having 
a large demand for service will have their rates mcroased and iindoi the mea.suied 
rates the increase will ho nearly in projiiiition to the numboi of telephone calls 
made.^ 

In virtually every iiistauee whore the iiroblem of fixing a rale 
schedule for electricity, gas, or water service has come before the 
California Commi.s.sion and the utility ha.s been employing a flat 
rate the authorities have reeonimended the installation of meters, if 
it was at all feasible. This ha.s hoeii done on the theory that: 

it is iinpossiblo to establish a schedule of unmeasured rates wheicby 

the charges will be equitably distributed among Iho various consumers in propor- 
tion to their use of w.'itor. A flat rate tend.s to an^ excessive and extravagant use 
of water [and any otiier utility seivico]. Tlio bonefite to be derived from a 
metered system aie well established. Tliey lesult m a conservation of tlve siipph. 
an equitable distribution of the cliarges, ;ind a leduclion in opciation 
expenses <' 

The actual rate seliednles in force in Califoriim are the result of 
the combined efforts of the experts of the Commission and the uiili- 
ties. The discretion of these expert.s, however, is circumscribed by 
certain general principles which the authorities have announced from 
time to time. It should he noU'd in parsing that, while cost of 

•> nn4 ■7fi9, 

The following selection from the rate schodulo proacrihed liy the Commission 


shows the eiuirgos for business incasuied sorvice: 

Hvniiess Measured Service; R.yTis hate 

Mach individital Iwe station: WAimsET desk SEi' 

'E'irst 75 messagea or less per uuiiith . 1(1 $5.7!3 

Next 100 messages per month, per message , „ . ,0.5 .05 

All over 175 nie.ss,age8, per month, per inessago - .04 .04 

JSach Kxtensifm Station, per nioiith .... 1.00 1,25 


/6i<I:774. Bmi Holmes, F. h., op. at., for illustration.'s of similar schoflules iii 
nae in Wisconsin. 

« Chico- Water Sup/di/ Co., 10 C. It, 0. 053, 655, 
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service only is lionig diseiisspil in tlii.s ehiijitor, tlir iiuiiierous oilier 
factors mentioned are elsewhere p\en due coii.sideration.' 

In the construction of a rate schedule, the anioiiiit of revenue to 
be obtained from a given class of eonsnnier.s has first to be doternimed. 
The rate .schedule i.s then flevi.sed in a way de.sio-ned, first, to jirodace 
this reveiuie, and second, to apiiortion the burden e(|intal)ly among 
the con.sumer.s The .sniiphyiug of utility service embodie.s two (listinvt 
factors, (1) the demand for service, and (d) the amount of service 
required The California authoritic.s liava> recogn izcrl the pri'sence 
■of these two factor, s” and have given elTect to them in setting ii]! rati' 

, schedule, s, but the apphention of these [lunmples ha.s taken ddi'erent 
forms. The inc'tcr-rato schedules for imwer, eommi'rcial, and ]iul)lie 
lighting generally se{)arato demand and eiierg-y charges. 

The demand charge ha.s been determined in a number of ways, 
deiicnding on the circumstances of the ease under discussion. The 
theory behind the demand charge is that “readmess-to sorvi'” entails 
an expense regardlo.ss of the amount of energy used and eaeli emi- 
sumer i.s expected to hear his share of that, expense. An excellent 
illustration of the apjilication of that princi])ie i.s given in Town o{ 
Anliach ii.v. Pacific Gas and Electric Compani/." 

Tins case involved a complaint tiiat the rates charged to con.snmers 
in the town of Antioch were unjust and exorbitant. The g’eneral level 
of rates was established oii’the ba.sis of a fair retiu’ii on the fair Vcdim 
of the property. A careful analysis was then made of the cost of 
production and transmis.sion of energy, to the I’aeitie lias ami Electric 
Company The total demand co.st wa.s arrived at h\ allow mg iiitere.sl 
on capital at 8 per cent (fair return on fair value), deiireeiation, 
and maintenance This gave a demand cost of if2, 408,1177 60 Tlie 
total energj^ eo,st wa.s determined by adding' log'ctlier operating 
expen, ses, general expenses, taxes, and cost of energy purchased This 
gave a total of i);!, 996, 178 90. The total energy deliverable to sub- 
stations, estimated for 1914, was 602,360.807 kilowatt hours. The 
maximum simultaneous demand of snhslatious. estimated for 1914. 
wa.s 119,630 kilowatts. These estinuites gave a demand cost, lamed on 
the maximum .simultaneous demand of all .sub.stations, of $20,13 per 

r For a detailed scieiitilic analysis of the relations tictweeu diCfi'ieiit rates 
granted by a. eompany to different elasaes of (onsumeni, .see Watkins, O 1’., 
Elootnoal Sates (Viui Nostraiid, New York, 1921). 

8 "A logieal basis for power rates must take mfit aeeount the liumiind^/aefor 
as well as tho amount of enorgj- supplied.” Visaha Elec. Itii. Co. vs. Ml. Whiliicii 
F. ,J- E. Co., li a B. C. 147, 151. 

0 5 0, it. 0. 19. 
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kilowatt. The energy co.st was $.003314 per kilowatt hour. Expressed 
a.s a “two part rate,” the cost of energy deliverable at snbstation.s 
wa.s thus found to be . demand cost $20 13 per kilowatt ; energy cost 
$.003314 per kilowatt hour.-'" The cost of distribution was then 
determined for the town of Antioch and thi.s added to the cost of 
energy delivered to the substation gave the total cost of service. Rate 
schedules, designed to meet this cost were then pre.scribod. The Com- 
mission did not discuss the way in which it apportioned the cost 
among the various classes of consumers.” 

In the case just discussed the Commission used the “demand plus 
energy” principle to apportion the charges of a utility on a territorial 
basis The same theory also has been used to fix the charges for 
individual consumers. In Cole vs. Bouih Feather Land and Water 
Company, rates were fixed at $15.00 per miner’s inch per annum, 
for all w'ater applied for, whether the water was used or not, and 
10 cenhs per miner’s inch per 24 hours for water actually delivered. 
The standby charge wa.s based on the theory that ivhere a company 
agreed to be ready to serve, those ivith whom the agreement was made 
should pay a fair proportion of depreciation and return on investment 
or lo.se Iheir preferential righl.s. 

In pstabhshmg tlio late, I believe it just and reasonable to establislv a livo- 
pait rate — one part lepieseuting a rutiirii on tlio investment and an nllowiinee 
for depreciation, to be paid bv all lands receiving water or elainiing -water under 
contract, and the atlior pari to be paid for tlio nniouiifc actually used under tho 
right o.stabhshcd by the first part.ia 

Generally siieakuig, the California authorities have favored some 
form of mea.snred power dtuuaiul ratlier than connected load as the 
basis for determining the demand charge However, both these factors 
have been recognized in making schedules. In the ca.se of East 
Bultersfield Improvement Association vs. San Joaquin Light and 
Power C orpuratiovA^ one of the ba.se.s of eom[)lanit wa.s that, with 
a feiv excpptioms, the rail's charged by the Sau Joaquin corporation 
for metered lighting .serviee and for bolli metered and llal-rate power 

1 . 

11 “As the cost of service is thus detennined in the form of a demand n.nd 
energy cost, tho viuiotis loud faetors of the different towns surved by defendant 

will bo imtomatieally taken cure of ” — IbUl :(i2. See also Tliomos Monolmn 

vs. I'acifio fills and Mcctria Co.. 8 C. R. O. 660 In this case the ability of tho 
various elassea of oonsumers to pay liml to he taken into consideration, aiid lienee 
the total burilen ivas not a-pportioned on the basis of cost. See infra chap. 6. 

13 4 0. R. U. 1302, 

I? Ibid,: 1390, See also JteUdmg vs. Northern. California Power Ca., 11 C. B. C. 
37, 06. 

VI 9 C. It. 0. 542. Soo Meleher v. Mt. Whitney P. # E, Co. 0 C. E. 0. 688. 
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service were all based, both as to the iimt price at wlueli the energy 
or service was supplied and as to the minininm charge, on the ineas- 
nrecl annual maximum demand The first measured maximum deniand 
in an 3 ^ year was used as the basis for all snhse(}nent charges unless a 
higher demand was later ascertained Tlie demand was measured at 
intervals eonveiiwiit to the corporation and the period for whiidi the 
demand was taken was five minutes”' The Commission objected to 
this system of making rates fuid laid down Ihe general iii'iiici[iles to 
be followed in this instance m the following terms; 

The operating cliaiactei istu's of oulmaiy ngnculluial ami ollior power institll.i- 
tiona are well known and eau be jiiovnled for, romlilj and e(itut.ilih, liy imU s 
based on tlie coimceted load 

Epaidonee and othei amnll lighting inat. illations ran be made to iield the 
proper amount of levenuo tliroiigli the ustablis-hinent of simple bloelt sehislules 
as lieioin piovulcd. 

Lai go powei and ligUlmg conaimiera, whose opeialing eoiulilions aie oi may 
bo aubjoet to gieator vaiiation, both as to nia'cmmm demand and tlie luimimf, of 
energy coiisumod, will yield sufficient lovenuo to jnatity tlm installation of one 
of sovoral types of demand mdieating and integiating watt Imiir meti'is wliieh 
are now on the maiket w 

The Commission also stated that maximum dmimnd should be meas- 
ured regularly over a period of not less than fifteen nnniilea, and 
that a single maximum demand reading should not govern an entire 
year’s bill. 

Rate schedules wei'c then drawn np embodying these priiunples. 
Agricultural j-ales were made ii]) of a demand elnirge of so much jier 
horsepower plus an energy charge of !)>.0().) per kilowatt hour. The 
demand charge for both contract and non-contract rates was 11)4.50 
per horsepower for ihe first month. The rates per horse [lower 
decreased for subsequent months but at a rate wdiich gave an 
advantage to those receiving .service on the contract basis.” 

The non-contract agrieullnral power users w'ore allowed to change 
to the basis of 94 per cent of the measured monthly maximum demand, 
by payment of a sendee charge for cost of measuring the demand. 

Rates fox* industrial [lOwer installations of lo.ss than dt) horseiiower 
were fixed on the basis of a minimum charge per horsepower, a 

uihm.-.ses, 506. 

Hi //nd. :S67. Flat rates based on oonuectod load wmo also Mtablished fur 
agricultural power in tliis ca,se, but the consumer was given tiie option to ehnnge 
to a meter bn-sis. 

11 The Commission has recognized in its schedules the principle of quantity 
discounts, but the writer has not run across any opinion where a discussion of 
tho basis of cliff erontiation between “wholesale” and “retail” rates luus been 
given. For an analysis of this problem see Watkins, G. P., op. cit., ehap. 6. 



62 University of California Piiblicaiions in Erononws [Vol. 10 

minmnm monthly bill, and an energy charge per kilowatt hour on 
the ‘ ‘ bloek ’ ’ basis. The rates for larger power user.s were made up of 
a charge per kilowatt per month of measured maximum demand plus 
an energy charge and a minimum monthly bill The general com- 
mercial lighting rate was made up in a similar way. The rate for 
public outdoor lighting service eon.si.sted of a ba.se rate per lamp per 
year plus a charge per 100 lamp hours, the rates va.ryiiig with the 
type oE lamp ii.sed.^'* 

Generally speaking, a.s previously stated, the Commis,sion has not 
favored a demand charge ba.sed on the connected load. The attitude' 
on this point w'a.s stated omjilialically in the re-Bales of the Northern 
California Power Company. 

Any iiomand elia^-ge except for very small installation, tased on a rated output 
of consumer's motor installation is cloaily un,|ust, bpcnuso tlicre is no relation 
lietwomi tiio rating of a motor amt its possible oi piobable demand on the utility’s 
installed en))acity. Hence it is deemed proper that a, utility sball, upon request of 
consumer, ascertain bv test the actual demand in each case and make tiie charge 
accordingly w 

Neverthele.ss, where the demand charged based on connected load 
is in use and seems to be equitable, no objection is made to retaining 
such a methotl of determiniug demand unless the eon.sumer I'eque.st.s a 
change. 

One final ])oint in connection with wholesale rates deserves atten- 
tion The Commission has, on a number of occa.sious, dealt with the 
question of rates to be charged municipalities for fire protection. 
The method n.sed by the Wisconsin Kailroad Commission has been 
adopted in this State. 

I’lie excess capacity of the water system that, may be ileemed ,|ugtifled by 
the necessity of providing for oniergency deniiiiuls such as tliiit iii fighting flic 
cannot fairly bo charged against legular ( u.stomcrs luid paid under cover of a 
unit rate for -vvati'r 

Tho 'W'i.soon.sin Hailroad Oomniission lin.s inado a prolonged Rtiuly of the pro- 
portion of cost properly chargeable to the geneia! public which it calls tho tiro 
servici“ charge and in several typical cases repoits it to he between 25 per cent 
and 75 per cent of the total charges. In systciua of the magiutuilc of the Bast 
flay Water Company it is found to be between 25 per cent and 50 per ceiit .20 


i«A detailed discussion of the San Joaquin eaao has been given because it 
illustrates the voi-ious principles that tho Ckunuu-ssion lias used in fixing wholesale 
rates. See niso Madei n Canal and Jmga.fw«. Oompann, 18 (’. E. C. 628. 

n'l <‘. R. C. 815, 326. See also Mngels Coiipei- Uiiang Gampany vs. Great 
Wi'.stern J’mmr Coin/imip, 17 C. K. i\ 191, 195 

2(1 rVienwu) Jinprove-ment Chib vn. People’s ir<ifer Company, 15 C. R. 0. 910, 
919. Reo ul&o re-kaies ran Nug.<f Water Kgstrm, 16 It C. 126; Oakland vs. 
MSait Pay Water Company, 21 C, B, C. 536; Smith San Fmnclaco Water Co., 
27 0. R. €. 98. 
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The basic annual charj^e is eoinimted by eliarifin”- so niiich per 
hydrant, depending- upon the size, and so inueh per 1.000 I'oel of 
street pipe, depending on Ihe size of the pipes. No ehargo is made 
for water used in fire fighting. For other public uses an additional 
charge is made for water consumed, the rale being eitber a flat rale 
per 100 cubic feet, or the regular meter rate if melers an* pernianeiitly 
installed 

Retail meter rate schedules, generally .stieaking, consist of a iiiiiii- 
mum charge which entitles the consumer to a certain aiiiouiil of 
service jilus charges for additional .service on a “bioek” basis, Where 
special condilions obtain, .such as sea.sonal tlcmaiuls a1 resorts, the 
consumers are divided into two groups, and those responsible for the 
seasonal concentration are required to pay a higher rale-- The tno- 
part rate, consisting of a service charge t'his an em-rg.v charge as 
distinguished from the ordinary niiniimirn lale, is not eniiuiion in 
California. The Oommi.ssion has recognized the logic and (Mpiit.v of 
the two-part rate, but difficulties have been encountered iii edueating 
the public to this typo of rate .structure. In the course of time, 
however, these difficulties will probably be overeome 

Perhaps it should he noted in tia.ssiiig, that the disimctioii Ijelween 
"wholesale” and ‘‘retail” rates lia.s, from Ihe begin lung. been lei-og- 
nized b,v regulatory bodies. Differences in rat(*s bid ween these Iwo 
classes of .service due to ’difl'crciiees m tin* cost of rendering the 
•scrvieo.s have consistently received apiiroval 

The Interstate Commerce Commission lias acknowledged the 
validity of lower rates on carload than on le.ss-than-earload .shipments 
because of the fact that cost of service is less on the former tliuii on 
the latter, and lia.s agreed that if an article moves in siifticient volume 
it is reasonable to give it a carload elas.sifiea1ion liecaiisc of the 
difference in cost of service."'* 

The economic justice of aiiowing a cailoati shipper lower latos tli.ui oue who 
ships in small lots is appaient, on account of the iliffi-rcncc in cost of Hiich service 

21 Essentially the same principle is employed in flviiig the charge for emi-rgency 
consumers. “A public, utility is not obligated to maintain e.\pt‘iisivo Morvice 
installations solely as a standby to serve one liiige consnuu-r m cmeigi-ncy ca,scs 
unless such consumer is willing to pay a leasonable return on the co.st of sucli 
Borvico in addition to the regular rates for whatever amounts of water may be 
used." Bast Bay Water Gompany, 17 0. K. 0. 502. 

22 See m Dorado Water Go., 21 C. B. C. 321 WeU Cna.'it (la.s Co., 5 V. H. (!, 385. 

■mTilUts Water and Power Co., 21 C. B. O. 780. Blethan rs. Hheimaii Wain- 

Go., 28 0. B. 0. 54. Santa Barbara vs. Sowtherii Vnunttes Ga,.( Co , 33 C. B. 0. 35. 
Gountij of Ventura vs. Southern Counties Gas Co., 32 0, R. C. 477. 

24 Hammond, M. B, Batlway Bale Theories of the Interstate Commmv Com- 
61-63. 
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to the railways. This has been lecognixed by the Interstate Commerce Comimssion 
and the oouits as beyond (xuestion. Not only the amount of pajing freight in 
relation to dead weight, but the cost of loading and unloading, of billing or 
collection and of adjusting damages — all of these elements of costs aie noticeably 
less in the case of a full carload .25 


Tms Distance Pkinciple 

The inflyience o£ distance on transportation rates has been recog- 
nized from the very start in legislation pertaining to traii.sporlation 
charges. This has usually taken the foz’m of prohibiting the violation 
of the long-and-short haul rule But distance itself, apart from the 
long-and-short haul principle, has an important influence on rates, 
and ordinarily charges increase with increasing distance. Normally 
the tariffs of railroads are gi-aded according to distance and it is only 
the exceptions that are brought befoi-e the eommis.sions. 

According to the law, the distance (or long-and-short haul) prin- 
ciple simply means that no greater compensation may be charged for 
the trfuisportation of passengei*s or of the like kind of property for 
a shorter than for a longer distance over the same line or route in 
the .same direction, tlie .shoiicr being mehided within the longer 
distance, or any greater compensation as a through rate than the 
aggregate of the intermediate rates. The^ underlying theory is that 
the charge for a particular kind of service is to vary with the cost 
of rendering it , no more, no le.ss. Thus, it -will at once be seen that 
it is ju.st another pha.se of the metered sendee idea and involves the 
detenniiiation of charges in accordance with tlie amount of seiwice 
rendered. 

A liricf resume of the history of the long-and-short haul clause 
legislation in California will not be ami.s,s at thi.s moment Section 21 
of Ai’tiele XII of the Con,stitution of 1879 forbade discrimination in 
transportation charges and also said : 

Porawm and jwoperty transported over any juilroafl, or by any other lians- 
portation company or individual, shall be delivexed a,t any btalion, landing or port, 
at cha.rgc8 not excewling the charges for traunportatiou of persons and property 
of the same olass, m the same direction, to any more distant station, port or 
lauding. 

According to this rule the destination was the point of interest. For 
example, a greater charge might be made from B to 0 than from 
A to C provided charges to any more distant point beyond 0 wei’e no 

-Sliiplcy, W. 55., Sailroaih; Irak's and Seffulaimm 
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less.=“ The Wright Act of 1909 contained a iong-and-, short liaul pro- 
vision differing considerably from that in tlie constitution. It reads 
as follows . 

No common caniei sub^ioct to the pioyiaiona of thia Act aliall clinijfc oi receive 
lUiy giiater eompcnsiitioii in the aggiogato for the tiiuispoitatiun of piiasciigeri 
or of a litre Iniid of propeity, tindor subalantially eimil.n ciu'UinMt.nn'ea and condi- 
tioiia, for a shorter than for a loiigci distance over tlio same line m the same 
dirootioii, the shoitei being- withm the longei dmlaiiee; but this shall not be 
construed UvS aiithoiining any such common cairiei io cliiiigc and iccehe as giciit 
a coinpensation foi a shorter a.s for a longer distniice haul. 

'lienee according' to this cianse a carrier violated (he law if it made 
the longer haul from as well a.s io a more cli.sliuit .station 

The Wright Act was .snporsedod by the Htoisoii-Kshleimni Act 
of February 10, 1911, ndneh contained no long-and-.s'lioi ( haul elaii.se. 
While this act was in force the constitntion tvas the only regulator 
Then on October 10, 1911, by amendment of 8ec(ioii Ul, of Arlitde 
XI[, the long-aird-short haul clause tvas rignlly emlioilied in the 
constitution and permission had to be seeiired from the Coniiiiis.'sioii 
before any exceptions whatsoever were allowed Similar jirot islotis 
were embodied in the Public Utilities Act under which tlie (hmi- 
mission now operates, and which superseded the .Slelson-Eshleiuan 
Act on March 23, 1912.*^ 

It will be seen from this that the legislative liistory of the long- 
and-short haul provision in’ California parallels its federal legislative 
history. Both federal and state laws have droiipod the phrase “under 
substantially similar circumstances and conditions,” because of the 
obvious difficulties to which it gave rise, both contain rigid provi.sioim 
in regard to long-aiid-short haul practices, both forbid tile eompeiisa- 
tion for the through rate being greater than the aggregate of (he 
intermediate rates over the same line or roule-® 

Since the violation of the loiig-and-short haul principle is pro- 
hibited by the constitution of California ami since except ioas to it 
can be made only by permis-sion of the Railroad ()omiiii.s.sion, th(> 
rule is that the charges for common carriers must increase with tlie 
diistanee althoiig’h they are not proportional to it. fioiistHiueiitly the 
Commission has enforced the mile whenever occasion has arisen, unless 
there haym been some very .sti'ong reasons for making (ui exception,-'" 

-w See A'wtt, Mdffnet # JiMer et al, vs. Western Pueipe My. Co C. K. 0. (>2t5. 

27 See 2 C B. C. 626, pp. 628-35; also cluip, 1, supra. 

28 See Jolmsim and Van Metre, Pnneiples of Suihimy Transimriaiwn-.iSl 

and 478. ^ ^ ^ 

20 See vtifTa, chap'. 6 for discasBion of loag-iuid - 81101*1 liaul violatioii'i. lor a 
disomssion of the problem in Oiilifomia prior to the rataWisiunent of the present 
Commission, soa Daggett, Stuart, liistory of the Southern Faeifio, 
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Distance as a factor in rate-making is of importance only as it 
affects the cost of ti'ansportation.““ Costs do not, of course, increase 
in proportion to the distance,'*’ nevertheless, the farther a commodity 
is transported the greater is the cost of carrying it, provided other 
tilings are equal It is just this proviso, however, that makes distance 
only one of the factors to be considered But it is always an important 
one and stands a.s one of the tests of the reasonahleness of rates This 
attitude ha.s been adhered to by the Interstate Commerce Gommis,sion 
and also by the California Railroad Commission 

A review of some of the ca.ses coming before the California 
authorities will fiiusirate the principle. In the ease of E T racy Crane 
vs. San Erancisco-Oakland Terminal Pat! ways (Key System)^” the 
complainant challenged the commutation rates of the defendant 
between Oakland and San Lorenzo The distance between Twelfth 
Street and Broadway, Oakland, and San Lorenzo Junction was 10 49 
miles, and between San Lorenzo Junction and San Lorenzo 1.76 
miles, a total of 12 25 inile.s The dislanec from the same point in 
Oakland to Hayward was 14.0 miles, this being tu’o miles farther 
Ihnn to San Lorenzo The commutation rate 1o Hayward, established by 
the Commis.sion was $1 (JO per month, while the company ivas charg- 
ing $4.50 per month to San Lorenzo. Hayward and San Lorenzo 
traffic moved over the same Imc, in the same cars for the distance of 
10 49 miles to San Lorenzo Junction In view of the fact that no 
other eotinteraeting influences were shown, the Comiiiission coueludod 
that a prima fade case of local discriraiiiation had been established, 
and ordered it removed. 

The iirinciplc governing this decision evidently was that, in the 
absence of intervening factors, distance should determine transporta- 
tion charges for similar services. But (he authorities have made it 
equally clear that distance is onlj'- one of many factors to bo 
considered in determining rate rpa.sonablcnes,s: 

It is 'well oslalilialicfl that distance is uhvays ii factor to he taken into con- 
sideration in determining either the reasoiiahlenos.s of a rate by itself or its 
relation to rates to other points, but it is eqnallv well .settled that distance alono 
IS not controlling. Oompetition is also an imjtortimt (dement and theie arts vaiions 

ae Hammond, M B,, op, oit. :279. 

iu Tha chief reason for this is that ternonal e.\i[)c>nKea rwnaiu the same, logard- 
k‘B3 of tile mileage of the movement. 

3'j SSoe Ilotoos, Jj'. h., op. nt,:122f, for ilUuussion of similar piveedure on tlie 
part, of the tViBconsitt Bailrnail {’ojmnission. 

33 ii C. R, O. 973. Hen also Tfdiiams # Ilannay vs. L. 4. # S. D. JJ, Sy. Co., 
1 C. B. C. 451. 
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other eoii<litionsj all of which must be taheu into account in (ictorniinmg wlicther 
a pai’txculai late or a syatom of latcs is, as a mattci of law, rca-sonuhlt! ami not 
(lisciiminatory 

Distance, in the, al)scnee of eounteraelnig faclovs, is pnina fane 
evidence of the reasonableness of transportation rates 

Tlio distaiico winch good? or pasiicngpi's are fraiisportul measures lathoad 
service. Pasaengei rates are almosl exclusively ImiK, upon the ]iuii(i|)li- tliat 
latcs should iiicicase with distance. The mild tiaiispoited is the mid itf ehaige 
Noncompetitive freight rates arc usually eat.ililislied m jreiiei.il Miiifmiiiits to 
the same piiuciple; competitive fieight latea iiiav he Not (iiilv is the seniee 
.poifoniied greater, but the total crista iiifiiried aie gieatir as tlie disiiinee 
increases ... A prima faeie ease then ean be made fm lalei hailed uiioii 
distance so 

In adjusting pa.sscnger rales on railroads and interurhan lines 
the California Commission has insisted that distance is Hie basic 
principle Street railroad fares on the other hand arc essentially 
on a flat rate. Whciever ])ossihle the one fare is eluirged within the 
limits of a given city. Where the boundaries of a city arc very evleii- 
sive, however, it is obviously impractical to use the flat rale and the 
zone system is used. In the latler case distance a.s a factor is 
recognized, at lea.st to a certain extent 

The Interstate Commerce Commission has made elaborate studies 
of the distance factor as applied to freight rates and a whole series 
of mileage sehedule.s emboi?ynig decisions on jiomts of lu-inciiile have 
oeeupied the attention of that body in recent years.'"' Wc have already 
noted that distance a.s a factor in freight rates has been reengnized 
in California, but the authorities in this slate have not developed the 
di.staiiee principle on a ha.sis comparable with fiction of the federal 
commission. This may be explained perh.ijis by the fact thal Ihe 
California Commi.s.sion’s autliority over freight rates is essentially 
one of adjusting complaints arising from local intrastate discrimina- 
tion. Another rea.son is that the Commission has followed tlie huul 
of the Interstate Commerce Commi,ssion in the matter of railroad 

Pacific Bice Gioweis’ Association vs Atchison, Topcla itutl Snnltt Fc Bail- 
roaci, et al, 19 0. E. C. 218, 251 See atwi- BwhfiHd Oil Co vs. ,<<nnsct Itn. 

24 0. E, C. 729; ThiopiJ r.s B if L S. It. B., 49 1. C (1 43; Bmthtni Fipi itfll. 
Assoc, vs 0. N. W., 33 I. 0. 0. 360; iresicrn Bate, drfr., 35 1. C. C. 497. 

<11 Vanderblue ami Burgess, op. mt., chap. 10, p 139. 

nn Modesto and Empire Tniotian Co., 10 O. B. C. 73; Pacific Electric Railway 
Co., 16 O. B. C. 7; 21 O’. H, 0. 647; 22 0. E C. 236 

8T Frochoh vs. Los Anqcles Bailtcay Carp., 3 C. E, 0. 30 ; Bay vs. Pacific Jitcctnc 
Railway Co., 8 0. B. C. 142; Los Angeles vs. Pacific, Elect, ic Baihray Co., 12 
0. E. C. 306; San Diego Electrio Railway Co., 17 C. E. 0. 439, 

38 Bee Vanderblue and Burgess, op. eit., chap. 10, for a detnileit discuHsiiiii. 
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tanfFs, except where special local eouditions required a modification. 
Even here the powers of the state authorities are limited by the fact 
that state-made rates must not place a burden on interstate commerce. 

Section 24 (b) of Public Utilities Act lays down the same pre- 
scriptions a.s to long-and-short haul principles for telephone as for 
transportation companies In other words, distance is also to be a 
factor in telephone rate-making and telephone rate schedules are not 
to be made in disregard of it unle.ss authority to do so is given by 
the Railroad Oommi,s.sion. This method of rate-making applies, of 
course, only to long distance messages and not to the rates within a 
particular exchange area In the application of the Pacific Telephmie 
and Telegraph Company eoneeriimg its toll rates the Commission 
laid down the principle: 

That al! toil rates be based on air line mileage. Wo know of no more aoiontifie 
or just way of aviiving at a bans for long distance tolopliuno toll rates. so 

The basic rate itself was sot at $‘.005' per air-line mile plus $.05 ter- 
minal charge. It was deeidod that the initial period upon which rates 
.should be based was two minutes, since an investigation into the time 
of long di.stanee calls in California showed this to be the average 
per call. An extra charge of approximately 50 per cent of the initial 
one was to be made for each additional minute or fractioai thereof. 


Joint Eate.s 

Cost of service may also be u.sed as a mea.snre of the reasonable- 
ness of joint rates.'**' As a general rule joint rates are leas than the 
sum of the locals. One reason for this is that it usually costs less 
proportionally to perform the through seiwice and hence the regu- 
latory bodies compel a corresponding reduction in charge. In the 
ease of 'The Modesto and Empire Traction Company vs. The Atchison, 
Topeka and Santa Fe Bail way Company, E.shlcman stated: 

Tt lias not been eustumary for enrriois in tlie volunt.ary establislimont of joint 
rates to receive m their proportion of such, joint rates thoir full local rates up 
to the junction point, I could icfor to many joint tariffs on ilk' with this Com- 
mission between, two carriers wlieio divisioiia of Joint rates nro much leas than 
the full locals of partieipating lines. With the estabUsUment of joint rates the 
participating carriers usually save tbo exponso of one terminal charge, which is 
an important elemont to be considered in the estabUshment of through, ratcs.^i 

!io 3 0 , B 0. 903, 904. See JS. JT. CooMiiffham 24 0. R. 0. 455: Southern. 
Cali farm Tel Co., 25 0. B. 0. 721, 

« A joint rate is a single charge made by two or more connecting carriers for 
a transportation Borvico rendered by the coordinating compaiue.s. 

11 1 0, B. O. 413, 415. 
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ih6 relcitioTislup of Joint to local rates \vas dciliutcl^^ Liut dowTi by 
Mr Eshleman m Decision No 1129, annmber of cases imolviii!' joint 
freight rates being consolidated into the one oinnion. This arose out 
of a complaint of the Anyels Lumher Company v.s. The ra Ruil- 
ivay Company of California, The Aiclmon, Topeka and Rania, Fe 
Baiheuy Company, and Ihe SoiUhcrn Pacific Company^- The com- 
jilainants attaelced the Joint rates of the dcfcndaiiis as liciiig unrea- 
sonable, while the railway companies at the same tunc asked 
permission to increase tlieir through rates from San Francisco, tStoek- 
•ton, Sacramento, and intermediate ponds through Oakdale, the 
Junction, to points on the Sierra Railway C'om|)auy. The existing 
tlmmgh rates had been based on a combination to and from Oakdale, 
but the local rates of the Santa Pc and the Southern I’acilic to 
Oakdale had been increased and the earners still desired their iireseiit 
locals to the junction as their share of the Ihroiigh rales 

It was the commissioner’s contention that the expense falling on 
each earner in a joint movement was less than that, falling on either 
of such carriers on local movements to and from their resjieetive 
junction points. For example, on les.s than carload local iiioveiiients 
each carrier must perform tw’O terminal seiwiees Under these circum- 
stances the shipments must be receipted for. waybilhat, loadi'd at 
point of shipment, unloaded at destination, a freight bill made out 
and final delivery made at fhe edge of the platform to the consignee, 
by each of the carriers in question w'hile in the ea.se of a Joint move- 
ment only two complete terminal services need to be performed, 
together vith a registering of waybills iu a transfer register at the 
Junction point. “ The .same principle applies to eaiload shipments, with 
an additional sa.ving of time since the. car is held up at only two 
terminal points instead of four ’■* Con.se(inently the cimniiissioner 
asserted that through rates should not he made np of a eonihination of 
locals. 

Ill other words, tlie practice is, iiiidor ordinary eircimistiuii'ra, to iiiipohc a 
less rate for the joint movomont over two linos than is repiesonted by the bum 
of the lowils over the separate lines involved, and I believe that tins praetieo is 
fully justified and that earners are not within thoir nghts under ordinary eireuni- 
stanoos in imposing as a through rate a lato ipprosenting a cmubiniilioii of the 
respeotive locals.'*® 

Although the authorities have ruled usually that Joint rates should 
be less than the sum of the locals over tlie separate line.s involved 


42 3 0. E. 0. 1017. 
43 16«.:1019. 


44rZ)i<7.:1020. 

4® J6id.: 1020, See also re JoinI Mates, 5 C. E, C. 370. 
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yot tins doPH not moiin that they have held that a joint rate sliould 
be less tlun tin* total eharfte when the service is rendered hy one 
carrier On the contrary, it ha.s been maintained that a two-line haul 
i.s entitled to u proportionately ingiier rate than a oiie-liiie Jianl, This 
qiiestioii was definitely .settled liy tlie California Railroad Coimni.ssion 
in the ease ol' /hedra Bool Company vs. Honihern Pacific Company, 
and Alrinson, Topcha and Santa Fe Railway^" The complainant, 
the Piedra Rock Cinnpaiiy, maintained that the local and .]onit rates 
on tlie lines of the defendants were unjust and unreasonable The 
i’ledra Rock < 'miipany situated at Piedra on the Hanta Pe w'as in 
eompetilion witli otlier eninpanies for sale of crushed rock in various 
]>a!'ts of the statt* and chuined it could not absorb more than ten 
cents per ton and still maintain the competition The Santa Fe was 
willin'^ to blanket rales <ni ernshed rock from Piedra to points on 
the Son! hern Pacific. The latter coin[)aiiy slnnvcd that its joint rates 
from J’icdra were almost uniformly higher by twenty cents per ton 
for a two-line haul than for tiie same distanee on a one-line haul on 
its own line. 

In deeidins' tin: ca.se Ihe ('oninussioii .slated that railroad eoiiimis- 
.sions g'eneraily, a.s well as the Inlei-slate Commeree Commi.ssi(m, have 
reencrnized tlie pnneijile that a two-hne lianl is entitled to a jiropor- 

tionateiy lutther rate than a one-hne haul. The authorities then pro- 

♦ 

eeeded fo ipiofe a lar<fe n umber of eitses of the Interstate Commerce 
I'ommission to the effect that the latter body has mi various occasions 
recoLTUiiced it as ,insl and reusimable for two or more independent 
lilies, not part of the same niana|:ement or making up a through route, 
to charge a somewhat higher rate for a two-hne haul than wamld bo 
deemed reasonable for a single-line lianl, of equal distanee An 
analy.sis of the joint rates eontaiiied ni the tariffs filed by the various 
carriers with tlie state (‘ominission showed that almost invariably 
the joint rates ivere higher on roek. sand, and gravel, than the local 
rates for the same disfance.s. but not ho liigh as a combination of the 
loeals. Consi'qiiently it wa.s deeided, since exi.sting joint rates com- 
pared favorably w’ith similar rate.s uiiplied under similar eircnin- 
stiinees, that no ehange should fie made, and the complaint was 
dismissed. 

The guitling principle in tlie-ic decisions on joint nite.s whh evi- 
dently that of cost of the ,servii*e rendered, Siiici' the cost of carriage 
on a through shipment, was less than the emnhiued eost of the local 


■M t>i a n. c. kfl.'j. 
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mov<"iijeut.s over llie same route, Ihe joint charge liad to b<‘ as a rule, 
less than a combination of the local rates of the partieipatni" earru'rs. 
On the other hand, for just the opposite reasons a joint haul had to 
bear a hig-hei’ eliarfre than a oiie-lnie haul of equal distance under 
the same eircumstanees and conditions It should be I'emembeied, of 
course that these eonditions noiild prevail only where the cost of 
service ua.s the i-oiilrolhiif' factor, n hick could he the ease oulj ulien 
other things were equal. 

The methods of the California Railroad Conuulssion and the Iiiter- 
, state (Commerce Commission in dealing with joint rates iiave hisui 
adhered to by most other important regulatoiy bodii's For esaiiijile, 
.the Wisconsin Comniis.sion has said that ‘‘•loiiit rati's are ordimirily 
fixed at ti lower figure than the siiiii of the local nites on each line 
tind at ii higher figure than the local rate on one line for a like 
dhstance The Caiiiidian Railway Coiunn.ssion has adopted the 
same attitude, and has also extended it to teh'phone tolls by ]U'e- 
scrilnng through luites at suhstaiitially less than the sum of 1 h(‘ 
locals."' 


AUDITrON.Vt. ( 'OST 

Sometiiue.s utility rates are based on tlie additional or extra cost 
incurred in rendering’ tlu* .service. Very often this is notluiig more 
than the applieation of the value of sendee princiide ba.sed on what 
the traffic; will bear, the utility being willing to aeecqit any rate above 
the additional or .sjiee.ial imst ineiirred, <.lommi,s.sions will allow' the 
application of this theory when the lmsim>ss esannot be obtained on 
any other basis. Such a method of eharging obviously involves dis- 
enminatioii, bid the justification of it lies in the fact that it relieves 
the other eon.snmers, either directly or indireetly, of [lart of the' 
total hurdeu.''“ 

It is rather difficult to say wlicdher or not the California €'0111- 
mission holds to the theory find every public utility rale should hear 
at loa.sl the variable cost eonneetcMl with .supidying the; sei vice The 
opinions rendered in this conneetioii do not .state the absohde 
niinimum which nin.st govern rate-making. 

W flolmi>3, P. 1j., op. cil.-.ns. 

O' Miu-dibliim, I) A., JUulway Jlates and the fUitouIiaii lintlwair Cnmviis.iion; 

m-xn. 

Si-e 4 C. R. C. 843, re rates allowed to .Vcm Joaquin Light and Ihnner 
C'oynpaJii/, 
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In Die application of the Pacific Freiyhi Bureau to raise the less 
than carload rates on explosives Commissioner Loveland said: 

In Iho multitudinous rates Tvliicli lailroads have to make to transact their 
hiismoBB, it 18 not to ho cxpeotcii that each particular movement eonaidered a 
part hv ilsdf will ymh] somt-tbiiig- over the cost of cairiag-e, , , , , 

Kxplosivoa iuo uaeul hy mineiH and hy fainiers and such use in the majoiity 
of cnai'M piohably pioduces other movement of tonnage for enniers, which fact 
may posaihly account for the long rontmuaiiee of the present tariff and niininimn.''’0 

This seems 1 o mean Hint a pariicahir rate may not even he required 
to cover Ihu mere expense menrred hy the rendering of Ihe service, 
although It would ajipear that it must cover it indirectly.’^ 

Jlr. Eshlomau made it very clear that a utility may not demand 
that caeh ]iartu:nlar branch of its service yichl a reasonable income," 
111 Associutei/ Jolibtrs of Las Anyelcs vs. Sou them Pacific Company 
in wliieh case the efuiiplainaiits attacked the rea.sonnblenes.s of the 
ela.ss and commodity rates of the defendant on a branch lino north 
of Oivenyo"- Tin' railway urged that the eonntry ivas .siiarsely set- 
tled, and that 1 he earning.s on the braneh line were so small that a 
reduction was not justified. To tins the commissioner replied: 

J think it j'loper to cyll atti'iitiDn to Iho fuel, thnt thu asacitod position of 
the enrnor to earn ii revenue on this inniich line whit'h will yield it a return upon 
the property of tlie luiiiieh line, is not well founded. In fact, it is well eatiiiilished 
thnt a eairioi miiy not, pi^lify e-coilntant riites on the ground that ita ime in 
thc! particular teinloiy aflected hy Huch lati.i doc.s not yield it a reasonable 
income s > 

The inference in thi.s opinion was that Ihe average eo.st incurred in 
rendenng a service did not coustitule the minimum charge thnt could 
be made If this were so tJieii, presumtibly, addition eosl .set the 
lower 1111111.“-* 


SCI C. fi. (j. (il,% dlo. 

i'l See also Wetittm Onion Trlri/mph Co., SI O. It. <!. 760 ut 701: ‘‘When 
.'i toll graph ntilit.v h.as estahh.slieii that intra.state pross rates n'.sult iii an out-of- 
pocket Jobs an<l Ihe lucrcasc' UBjUcsted will .still Irnie the Inihmtws a piufitlcKs one, 
applicant is entith-d to the spwific relief sought (Xorthi-in Parifio M. if. C'o. vs. 
North Dakolii, SdO It M. 5S5)’'; Norfolk <)• Wf.'itirn ifj/. vs. Jl'rst Vtrainu^ 
2Hti IT. S. 605. 

3 V. u. a. im. 

•'iSSome tlnii' after t!ie above ease 3fr. Thclen made an evci'idion to what he 
called the rule, m if. £,. Stewarl vs. Ci'cut IVutcni Pomr Cnmimiy. The following 
quotation shoivs his position : 

“Wliito it is tho gciK-rnt rule tlmt it is the duty of n utility holding itself 
out as being willing to servo a certain leiritory to incur ut its own exjieuse thn 
neces.sary eapitnl c.vpen.scs and thereafter to serve the uiiplicunt at the imbhghed 
rates, there may be vasos. in which the expemlilure neci’ssary would ho m inrgo 
nr la wldch this other eonditiotiH would bo such as to ituiko it utirwisonablo both 
from the point of view of thc comiiftny suid its other suhscriiiers, to demand that 
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The g-e32eral coneliimoii ive can draw from these cases seems to 
be that thevo is no absolute inmnnuni ])elow ulncli 7’ales oiiiinot ro 
T he principle estahlislied is lhal whenever jKissihle the traffic should 
bear at least the additional cost incurred in liandliiif? it, either directly 
through rates jiaid or indirectly through the creation of other revenue 
trafRc which will offset the losses incurred in llie first instance. It is 
quite clear that a utility caiiiiol demand a reasonable return on each 
jiartieiilar service rendered , hut it is also ecpially clear that no si'rviei' 
can he rendered, the costs of winch a.s compared with the relurn.s, 
create an nnreasonahle hiirdmi on other traftie.'"''’ It, is evident, hoiv- 
ever, that the ( 'ommi.ssion has recognized, under exceptional cireiiin- 
stances, the, validity of lates in which the tral'lie wa.s not, eomiielled 
to hear all of the additional costs ineideiit to it. 

A ea.se of great interest ftom the staiulpoint of the a])pliealion 
of the additional cost tlieory wa.s that dealing with the AiipUcalmn of 
the Hoiithern Paeifie ('ompoiiij for an iiiereiise in its traiishay sub- 
urhan rates between Waii Francisco and Alameda County. Commis- 
sioners Mshleinan and Cordon iire.suUng.'"’ 

The applicant maintanu'd tliat not only did it not get a rensonahlo 
return on its nne.stiuent hut uas actually eoudnet iiig its hu.sine.s.s at 
an 0 ])eraling lo.ss The engini'crs of both 1hi‘ eomi)an,\ mid the Coin- 
inission made a \ery careful estimate of tlu' iiroperty used and useful 
in rendering the snhurhau service. The dilhculty in tile ease tirose 
from the fact that the 8oiifherii I’acitie operates a luaiii-liiie sinwiee 
as well as a snlmrhan one. Jii so doing it uses jomtl.v the fiUTV boats 
jilying hetw'eeii Sail Francisco and Oakland and also the terminal 
facilities at the Oakland pier Tin* I'ervv boats and the terminal 
facilities are absolutely essential to the main-line passenger traffic 
of the railway company 

Tlie real problem at i.ssue then wa.s the determination of the 
])ortion of the investment in these joint facilities to be allocated to 
the subnrhau traffic. The eompany maintmTied that the apportion- 
raenl should be on the basis of the iiumher of passengers carried. 

tlvo necesHiiry exteiiHiiin sli.dl tie niaxl>‘ I’Utirely at tin' enst nf tin- iifilif\ ” ] J (’, il. (' 
Iteo, IJtSi]. tn tins piiitu'iilar instiuice Uie I'lmijviuiy would hiivo tueii eoniiieltsl 
to iacui- lui exiiense of approximately t>lin0.00 for a return of only $72, 00 per 
year, aiul tlie comiinsHuiiU!! eoiiauleteil this unfair to both tlie utility imd its 
customers. The applicant was gi\en the opportumtv to receive servu'e on emuh- 
tioii that ho pay the iixeit clmrges on the extia invo'itmeiit nis'cssiny to Hcrvs' luiii. 

so Kce Las Aiitieles Gas <f' Khvtiir Carp , 13 C R. C. 72 i; ftouthem Camfic Co , 
14 C. R. C. 742 ; Midland Conntus P. K. Corp., 24 ('. R. C. 041. 

50 ,5 C, B. C 350 
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Tho Commission mauitamed that since the transl^ay service was abso- 
lutely necessary to mainland traffic every suburban passenger who 
was carried on any boat necessary for transcontinental or local main- 
land business was so much advantage to the carrier. The co.st for 
tins suburlian business, then, was additional and incidental to the 
otlier and therefore, it was maintained, the suburban passenger slionJd 
get the benefit of it The snlnirhan business, the Commission n.rgued, 
was essentially wholesale and th<>refore the rates should also be whole- 
sale. Aeconlitigly, the limiting minminm for these rates was the 
actual added cost to the carrier On this basis the comjiaiiy failed to 
.sustain the burden of its apiilication and the ca.se was dismissed The 
attitude of th(‘ Commission on additional co.st was set forth in the 
follownm: language: 

' 111 . .sluiit, it him aiijR'iivisl to us that both tlio eoiuts find Coiiumssions have 
5)0011 ill oiroi in fictonmniim tlio loivi'.st lato that a. ulihl.i may loasonahlj ami 
lawfully nffnid Tliis viito, tlie coiiils and the Comimssions to Iho conliaiy, not- 
wittistaiidiug, tua.y bo and ofton is below the attual cost of porfoiiimig an averugo 
unit sot'vioo .... S'lK'i'oforo, when it biH'oines a qiu'stion of iierfuiming oi not 
port'diniing tlio .-Klilitiomil soiuici', umloi tho circuiiistuncus stilted, tho utility 
(lot's iiol ami should mil loiiU to the iiiorago exponse of porfoiming thf* unit of 
sou ICO, but looks to tho added oust and the added lovonue alone, which added 
eost mat be miioh li'ss than the a.r(Mag(» cost pei mut, ami which added rovoiiue 
may be less tban Iho avoiago veveiiuo that must bo lequired per unit '■i 

The iiiterprctiition to lie iilaood on this,., especially m view of the 
decision on the ca.se, is that additional cost should form the ba.sis for 
charges for additional sm-viee. 

It was also held: 

As legaicls the relation of tho .suburban to tlio main lino business and tho 
apportiimmeiit of i allies between the two Tli.it tlm suburlian and not the in.im 
lino sjatein sliould be considered the by-product us legards tlimr relation to the 
apiilicant ’s foiiy limrs, ami oonsidcruig thiit the ferrv senico js e.ssentiol to 
a]iplicant'a main lino Im.siness, the, suburban lutes need not bwii an equitable 
relation to the unit cost of such service but sliould be oonsulered upon tho ba.sis 
of tho iidih'd co.st to ]iorfoiin Hit' aildihoivtl .serueo and the udded revenues 
derived from aui,h sorviee. That sulmrlmti souioe, is ossi'iitially wUoU'salo, aud 
it la theioforo ornnioims to apportion unibs costs aud divisioms of property on 
equality with the service esseulially retail and entirely different "“r 

(Vinseipienily the Commi.ssion fidopted the additional cast involved 
in performing Ibis .sulnirban service as (he imti' ha.se and concluded 
that the coaiimny had failed to smstain i(.s case for an increase in 
rate.s. Such an application of rafe-raalciiig tlieoiy u'ouhi aiipear to 
make it nece.s.sary in every ea.se where common co.st.s are int'olved to 


f.7 ibiii-.m. 


ts /bid.sSoti, 
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ivSiird one part oi! Hie traflic as wholesale, and the other pari as 
retail. Which is whieli, would apparently depend inirely upon the 
wlum of the authorities iii charge o£ the ca.se. In the instance in 
qiie.stion it would appear that this theory was called upon merely to 
keep rales domi since the efnnnii.ssioiier.s contended that it was neces- 
sary for them to [irevenl an enorinoiis eonliseation of pioperly of 
people who built in the territory served by the applieation on tlie 
expectation that traiishay rales would he reasonable’'" Wli.v sub- 
nrhaii Iral'tie should he reirarded as wholesale is \ery hai d to eom- 
■lirehend. Why should file idea of a fair return on the fair vaine 
have heen thrown owrhoard .so eonpdclely here ' If the Welhs h’arp'o 
Expre.ss tuisiness and proi'erty could he !ip|ioi tioiied as lis'tweeii inter- 
state and intra.slate business,"" why eoiild not tlie same line of reason- 
in"' have lieeii used m Hus e<i.se’ Tlie o]iinion rendered leaves a 
siispieuui that the decision was ha.si'd on tlie “\ahie of service,” or 
‘‘what, the traftie will hear” eoncept , and if tins was aetually the case 
then Hie nulliorities .should have slated so, detiinlelv. if cost was the 
basis iisivl, lh(*n llic dilTen'iil latioii between w liole.sale and retail traffic 
seems to have heen iinwarraiileil. 

The \(‘nlu't. appears lo ha\e heen based m realiti on value of 
service, iilthoupHi oslviisihly based on cost. Sueh a. met boil of rate- 
making; should he siwiwely condemned. The auHiorities should lake 
a definite stand in inakiii'pr'rale deeisioiis iieeordiiij;' lo the needs of 
tile case in hand, ami state clearly what that .stand is, re<;ardless of 
w’liethcr or not the theory enunciated liarnioiiiacs with princi])les 
prevnju.sly u.seib fin no other basis can the regulation of rates by 
jmhhe ageneies be satisfa'dory or eipiitahle.' ‘ 

This criticism, however, in no way detracts fuiia the value of 
additional co.st as a criterion for rale rc'Ciilation. Its usefulness is 
.so apparent and its apidiealion .so widespread that it is a principle 
that must be recognized whemwer the eli.irjres of au industry oiicrat- 
iiij; under joint, costs arc to he eonsidered It sets Hie mininiuin 
below which rales for lairtieuiar .services should not fall iinle.ss For 
some very .special reason; it. is iii reality a ])buse of value of service 

U' See also iS’ R,, Xiipa if ra/i.sOij/a A'.v , It! (i If. (l !).l 

'K' Meo supra, eli.ip 2. 

'll For [I siiiiiliii i-riticism of tlie vuhiimnii pieeeeiliiij'H of tlie Intel stiite t'lim- 
iiien'C Coiiiniissioii h-p the il isseiiting upiiiioii of ('ojiiiiihsHiimer I’otlei in le 
I'loruhi Hast (,’oe.s'l lUnhiap ('amiianu, ainl .ttluntip East CmtAl XermimU (^innpanti, 
S4 1. c. at 

03 Sou .TiU’kniaii, W. T., Efoiunnws of Transtmtatum, eliiiii. 4; Jones, Itliot, 
o;j. c't., elaip 4. 
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or what the traffic will bear. Its use lies in the fact that the charges 
for services may have to be based on value rather than cost, the 
additional cost incurred in rendering the service merely setting the 
lower limit for the rate. 
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OIIAPTKB V 

WTIAT THE TRAFFIC’ WfLL l^EAE 

fN'J'riOtHTf'TION 

Ti] :i Momowhat, (liAVraiit calpt'Ory ftwn cosi of sorvlco as a jirincipli' 
in. rate" ]i.\iiif>r is tli(‘ principle of “wliat Ihe Iraffie will hear ” While 
the hiisic slanil of a i ate-iii,ikiti^ hody may he on eosl, yet it, is seklimi 
possible to apply cost i'ornmlae ^\ithollt iiiodificalion Tin* llevihle 
clement in rate-makiii>>' is snpidied by the i>riiieipic of “what Ihi' 
trnftie will bear ” Of com sc, this principle lies bclniid all pnecs, hut 
in the case of a mono[>ol 3 ' it may ho abused to the extent of inter- 
preting it to iiicaii "all the Iratlic will hear ’’ A[i[dicd in its real 
and most valuable sense in luiblic, utility rate-maiciiig, however, it 
takes fully into consideration the iiitiwcsts of both the ctonsimicrs and 
the iirodiiccrs of imlilic. utility scrvici's' 

In tins country, at piesmit., tho detcmiuiatiou of rates by regu- 
latory bodies IS based 11)1011 “w'hat the traflic will hear’’ or “value 
of si'rviee’’ only when the ci^sl principle hreak's down, In actual prac 
IICC this IS a frequent occurrence. Rates for particular .services are 
fixed largely hy ‘’ivlint the Iraffie will bear’’ simply because, lirst, 
it is not jjossible to determine the cost of individual items of service, 
and second, lieeanse every item cannot be made to contribute its due 
share to the iiieoiiie of the corporal 1011 Tleiiee the total ineoine has 
to be obtained by charging what each item can jiay , the upficr limit 
being the total revenue required, ihe lower, additional eost Within 
these hounds demand as the deeisivo faelor. 

Besides being the prime factor in individual r.ites, “what the 
traffic will hear” may also he used to deterinine the general level of 

1 Valuo of Hcr-vice 01 (■liaif'bii!' “wliiit. the tnitllf will bc.ir” Ims hem iiitor- 
X>reteil by many wnOns to mean the rliaiffiiij' to eaeli utiUt\ cuslumer ivhati'M'i 
he iR wilhiig to pay ruthei than do without the service Accoi'iliiijr to this iiilerpie 
tatioii the attention of the jirmliiccr is foisiscd solely on demiunl. But tills is not 
altogether in aeeordiince with the use of the term satiio m economies. Value a.s 
used in economies takes into eonmderatioii carefully tho fou'cs of both demand 
ami supfjly, ami any tinsiry of value -nhieli ignores eitlmr one of these foiees is 
obviously erroneouH. Vet Htiimgc to say, moat opponents in att.seking “wliat 
tho tiaflie will boar” seem to ignore the Biippiy iispivt of tho question and ehiirge 
those who advocate “what Ihe liuilie will bear” as a limsiH for rates, with 
ineimsiMtciicy if tho latter use coat in iinj form whutsonver u'l an aid in dotenniiung 
rousonable ratM. 
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rates This is of necessity the case when the demand for service is 
such that it IS impossible to obtain, a “fair return.'’ Again this 
approach is iieee,s.sai’y becan.se cost of service has broken clown. 

“'What the Traffic Will Bear" applied to the general rate level — 

As we have already seen, the fundamental basis n.sed by commi.s- 
sions and courts in the United States in determining the general 
rate level ha.s been that of a fair return on a fair value The theory 
is not capable of universal apiilication, however, and many conditions 
ari.se which often make it iinpo.ssible to utilize such a theory For- 
example, although the Transpovlatiou Act of 1920 requires the Inter- 
state Clonunercc Fonunission to fix railroad rate.s so that the com- 
panies receive a retui-n of lSy% per cent on the aggregate value of 
their pro])erlies, yet so far this has not been attained, pre.suraably 
beeau.se the traffie will not .stand it, some other principle ha,s to be 
used to determine the general level of charges. This other princpile is 
“whnt the traffie, will bemr.” 

The use of this theory by tlic Ualiforina autlioritics, in fixing the 
general levid of rates, was well exemplified in the opinion rendered 
by Mr. Thc-'len in re-A ('■ Eole ri al. vs South Feather Land and 
Water Companij, in wbieli tbe eoinjilainants attacked the rates of the 
eonpuuiy as being unjust and unreason able “ The investigating engi- 
neers found llie present value of the imip'erly to bo s|!;-i00,604 00. The 
defendant’s conn, sol frankly admitted that if the company tried to 
get a fair return on this base it would lose its enstomers entirely and 
the company did not wish to raise its price that bigli, even if tbe 
Fommission were willing to do so Evidently the idea underlying 
the de.sires of the eomimny ivas to charge “what the traffie, would 
hear.’’ and it wa.s on this basis tliat Mr Thelen fixed tlie rates of the 
company. 

’fhe dee.i.sion which establisherl the jireeendeiit that the rea.sonable 
ability of the consumer to pay wa.s the limiting charge a public utility 
could make, wa.s rendered liy Mr. 'rbclen in re- If. J lingers and 
Ecniral Pacific Laud mid Lumher Company vs. Sacramento Talley 
West Side (Umal Company ami IF. F FoicUr; and Sacramento Talley 
Realty Company et al. vs Sacramento Valley Wc.st Side Canal Com- 
pany and IF. P. Fowler.’^ The complainants attacked the rates of the 
re,spondent. on the ground that they were discriiiiinatory, exorbitant, 
and unjust,. The evidence showed conclusively that the system as built 


5! 4 tt. ti, o, i:h»2. 


a 7 C. K. C. 113. 
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was capable of serving inaiiy inoro consninffs tlian in Ike ilis- 

trici. at the tune of tbc controversy lienee a reanoiiahb' return on 
the investment was entirely out of eonsnlerat ion Koine otiier staiulnrcl 
of rates was needed. 

The f'oniniission took the attitude tliat iitdily ra1i‘s must never 
under any eircnm.stanees be more than the reasonable aiulify of the 
con.suiners to pay; that rates must in no eieiit be higher tliaii the 
.service rendered is reasonably worth to the jniblie We quote from 
tile opinion : 

In tlie jircsent ciiw it i.h as iiniiesMhle frnin ii jn .i< t ii'iil ijniiit of mioi iia it is 
nnjuHt fioni ,iii etliii'iit ]»)iiit of vieu to cxiiwt tlie liiiiitcil hihuIkm of eoii.suinei s 
of wntei niiili'i rtefeiiiliint 's inigiition Histim lo jiiu Ihc I'lilire cost of luniiiiig 
t)l(' .SJ'.sll'lll .... 

Ariotliei 1‘U'liU'ot ivliicti must lie (iiKi'ii info nu'oont m e!itiililii,liiii{{ tlte inles 
in this I'li.se IS Itie tihiliti/ of thr (•(iiinuiiit r Id /ni.v. II is ii well i stiililislicd |iiiiii ijilo 
of jiiililie iitilifi' leguliilioii (lint, ivlidteier inte.s niiglil tie Heiiiusl /loi/i tlie iipiilic!i- 
tioii of file iifluiil iniiii-i)ili's of viilimlion, ii pollin' olilily inn in no ivmit clinige 
11 i.ile which IV hr i/Diiil the minhli uhihlii of iti eii.'./omi i.i to funi Tlie rales 
must lie 1 enaonalile (o tlie utility, Init tliey must in aiii event, hr' n iimiuihlr' to ilii 
jiuhhc.i 

Although i\Jr Thelen failed lo .slab* how tlie ren.soiiahle ahilily of 
con.suiners to jitiy could he deleriiiiiied. he did slale lluil he did not 
mean tlial a utility eoiild charge up to tlii' inaMinuni of what tlie 
consumer rniild imii. and he cited ('oein(jlim and L Tuiniidtc lioiid 
(U/mpanji vs Man/mv/, Kii fi S eTS , and ev .rlwic.s, Hit) V K, 

•IG4, as hiH authorities 

The deeisiou rendered was an extimple of the use of value of 
service for setting the maximum rale whieli a utilit\ was allowed to 
charge, the vtdiie of the .s<>rvi('e in thus ni.-'tanci' heing meti.sitred by 
the reasonable ability of the consumers to pay. Of course it wa.s for 
the (Vunmission to decide from the e\ideuee what wiis the lea.sonahle 
ahilily, and it is always for the courts aiid eommissions to decide 
finally what this is But, it vill he imted, lensoHiddc ahilitij to pay 
seta the upper limit, of rates regardless of the fact that it may he 
possdhie for a utility to get more for the time lieiiig at least 

This ease shows clearly (hat where nmuopoly eoiiditmns exi.sl the 
upper limit of rates js what, (he uiithitrifu s think the consujiiers can 
reasonably aftord to pay. Thu.s “what the traffic will bear" under 
the,se cireumstanees is what the conimis,sions and courts consider to 
be the fairest rale to both the utility and it.s consumers. Oomlitious 
sucli as these present a delicate situation in rate-maldng, since, if the 


* fJM.s 144-5; itntifg miaf*;. 
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rate is put loo high, the development of the community may be 
retai’ded and the company ultimately worse off than ever. If the 
rate is mside too low the utility may be faced with severe financial 
difficulties, and be unable to supply the necessary services. In both 
cases both 1he utility and the consumers would be injured.® 

The influence of the “value of service” or “what the traffic will 
bear” theory on rate-mahing practice was well shown again in the 
deci.sion rendered by Commissioner Martin in re- Application of 
Cuyamacd Water Cumpnnij for an increa.se in water rates® A very 
careful investigation wa.s made nilo the valnalion, costs of operation, 
and needs of development of the company, but representatives of the 
consumers contended that rates should not be determined on the 
investment theory. The Commission also made an investigation of 
the value of the service rendered hy the water company and also of 
the effect of rate increases on the nsc of water Tlecords of use under 
other systems throughout the state showed that when rates were 
mutorially inereused llie use of water decrea.sod. ('I’he Commission 
failed to state at what rate the use deerea.sed.) The consumers stated 
that if rates were increased very mueh they would install pumping 
stations. It was ('videiit that a rate schedule which would yield a 
fair return on any rate ba.se that might reasonably be devised, would 
have been far more than the traffic could hear. At the same time the 
(hinimission decided that the eomiiany tva.^ entitled to more revenue, 
and that the service wa.s worth a greater sum than the eonsnmers 
were paj’ing. As a result a rate was established which it was estimated 
W'ould yield to the applicant the greatest {lossible income wntliout 
ereating financial disa.ster to the farmers and other water u,sf>rs in 
the district served. 

This ea.se .seems to be an excellent example of charging “wliat the 
traffic will hear” in the truest .sen.se of the word. The needs of both 
the consumers and the eoin{iany luul to be considered very carefully 
mid the Commi,H.Hion bad to weigh the conditions of supfdy and 
demand very thoroughly. It does not api>ear that tlu" rale schedule 
was ba.sed on the monopoly principle, hut rather on the idea of 
securing the greatest tinaiieial ret urns for the company eominensurale 
with the greatest possible henelit to the consumer.s. If the people 

0 E'er oltwr decisio'n.s hast'il on the athlily of the cimsimus to pav, see : 
7 C. ». 0. U3S; 7 O. R. V. 370; 7 O. K. C. S79; 7 0. H V 384; n-w.sreliouse 
rates. Tn tlioso ea-ses the aVahty of the eonsuiner to pay had to bo taken na 
the hmift simply litvausH vatis Iiasiii on tho xahto of (he property would have 
been prohibitory. 

i> J8 0. R. 0. 897. 
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had been g-iyon flu* i-atc tiu^y wished ihe company would have iieen 
unable to render adequate service; if the conqiaiiy had received the 
rates it wished the consnmei's would have been nmlnly burdened. 
The solution of the Oommission was to w'eit>;h both sides as carefully 
a.s possilile and to prescribe eharges which would be just to both 
when the iiitere.st.s of each were considered jointly 

Wc have already seen, in chapter 111, that wlicn a eonipaiij' is in its 
deveto])iii(Mital stage, it cannot exfieet to rei'ene a fair ndurn on its 
total investment We have also seen how often, under these cinunu- 
stances, the t'nnnnission has sealed down the rate base by estiinalHig 
the reusonalile investment in the prniierty used and usel'nl, at. that liiiie, 
• in the scrvici' of the public, and lias then prescribed rates winch it 
was esinnated would give a fair rale ol rclui n on tliat rate hasc ' 

iVnothcr nn'tlioii of didcrniiniiig what rates siioiitd lie when a eoni- 
pany is m its dev elopinenlal slaiic, has also been used, namely, the 
value of service princijile and tlu' ability of cousnniers to jiay The 
approach con cspoiids to Unit used in the dccisuiiis disnis.scd above 
Th<* (’onuuission in tlu'si' e.ises has consideied earefiilly the needs of 
Ihe eoiiipanies and the einMinislanees of the eonsmners and has then 
tire.scnbed rales that were esinnated so as to liring the liest results 
eonsideririg both tlie utilities and their eiistoinn's 

Tins wa.s the pnneijde adoi>ted by I 'oninussimiei' P.enediet in re- 
ft n Veil, A. T Foirsld and llmiij dhi'iidiin es Emil Fu'lh and 
Los Angeles Ti asf and tarings Fiunh : and Apiihealion of Emil Firfh 
for an nierea.se in water rates,'’ 'I’lie defiuidant was a very small 
waiter system but the tr.iet which it served was oiil.v in its develop- 
mental .stage, and the ( 'onniii--sion stated that if was inqmssible to 
use the investment basis Mo atteinjif was maile lo establish a rate 
base on the theory of ])ro|ierty used and useful in the service of the 
pnhiie Instead, rates were iirescnhed vvliieh were eonsulered to be 
reasonalile both to the consumers and the utility. 

A similar opinion was rendered by the t 'ommissioii, sitting as a 
IkkIv, in the Application of Loolconl Moiinlain J’arle Land and Water 
Companij for an inerease and adjustment of rates." The eonijuiny 
claimed that the rates it was charging at the time were nol meeting 
even operating expenses. The Oonimissiou estimated the original cost 
of the system and the amount of revenue ner'essary to produce a rea- 
sonalilo return on this. If wa.s decided, however, since the utility’s 

1 Ii'iir example see Southfmte Oaiitens Ifafrr Co., '.10 i', K. C. 500 
s 20 0. K. <t. TS:S. « 2J K. O'. iiU. 
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busnioss was still in its developmental stage, that it would be unrea- 
sonable to require the present consumers to pay a full return on the 
investment. Oonsequently, a rate schedule was preserihe<i which was 
considered equitable to both the company and its consumers 

The establishment of ability to payor “what the traffic will bear” 
as the upper limit in rate-making is based not only on the orders of 
courts and commissions but also on the frank recognition of the 
ntilii.ies themselves of the economic necessity of such a policy, regard- 
le.ss of whether rate.s so determined give a reasonable return on the 
investment or not. If the rate base arrived at by any theory whatso- 
ever sef.s a ehargi' winch is beyond the rea.sonablc I'alne of the service, 
then such a base must be discarded, and ihe value of the service to ^ 
the eon.sumer mast be the .standard if the utility is to continue to 
do any business at all. 

Although the Traiisxiortatiou Act of 1920 fixed a fair return on 
a fair value as the slaudard for the general level of transpoi’tation 
charges iu the United Stales yet this has never been the gauge in 
Ibis country. Prior (o 2 920 there was no such siatulory prescription; 
since that date I'ates have not reached that level although the Inter- 
state Commerce Conimi.s.sion is .snppo.se(l to he legally bound to see 
that they do. “Whut the traffic will hear’’ has obviously set the 
general leiel to date. 

Tu England the railroads have never*hoen bound by such regnla- 
iion.s as to the general level of e-harge.s, while the application of such 
a melhod of rate-making iu Canada lia.s been and still is (piite impos- 
sible lieeaiise of tlie peculiarities of Canadian railway geography, and 
the extent of fbuiada’s transportation system as eomparecl with her 
po))ulation lienee the value of service sets the rule level in both of 
these countries.’® 

If it were necessary to take at their face the jironoimeoraents 
that a (niblie utility eaii in no event charge a rate which is beyond 
the rea.sonable ability of its cuslomers to ])ay, then .some significant 
eoii.sfitntiona) and practical iliffieulties would an.se. The refn.sal to 
allow a utility to collect, a fair return on a fair value on the ground 
that this would deprive consumers of a fair jirofit, would raise some 
exceedingly comjdex jiroblems coueeming the conflict of property 
right.s. It would also necessitate the definilion of what constitutes a 
fair profit to the coiisumtu’s. 'fhe complications of the latter issue 
wouhl be so multifarious as to defy till analysis and control. 

Ju .Tiu-Jiuifm, W. T., og. oii., cluipii. 6 aiul 18; MftfGUibon, 1), A., op. cif.ilOl f. 
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Portimatply, the problems i)resen1eh m Ihe filjove diseir'Sion do 
not need to he solved As a nuilter of fact the ndi-oduetion of elinca! 
eonnolations into the coneept of abjlits to [lay setoiis somewhat 
tenuous An analysis of the decisions and of Ihe fuels nivohed 
demonstrates conclusively that “ability of the consumer lo pay’’ 
IS defined not in ethical hut in praitiimlio terms. In the sit nations 
discussed in this chaiiter the authorities have been faeed with eases 
wliere an attempt to .sectire a fair return would “kill the yoo.se that 
lays the golden egg ’’ Of course, it eertainly would Imve hram po.ssihle, 
•in some inslniiees at least, to allow higher rates Ihuii those aeliially 
Iireserihed, but a farsighted viewpoint dictated otheiwisi' and the 
companies naturally suhseribed to such a poIie\ 

What the TtfAEFte Wini Heau and I’mnninui IIati'S 

Although regulatory liodies today are empha.sizing cost as the 
basis for rate-making, yet value of service or “what tlie traffic w'lll 
hear’' .still remains the chief factor in tlie iiviiig of partieiilar rates, 
esiiecially in Ihe transportation industries. This is due to three 
reasons’ (1) heeanse utilities are generally iudnstnes of .loinl cost, 
(2) heeanse the eosi of service is of imieli less importance to some 
commodities or consumers than to others, (tt) because many factors 
other than cost must enter' info the determination of rates Conse- 
quently the appoitionmeiit of eharges for partumlar services with 
jirime attention to the demand sitnatioii is the mill jiraetieid method 
nmler such cireiimstHiices 

Yalue of thr cmnmudili / — 

One of the ways in which value may he used by t ransporlatmu 
eom])anie.s a.s a gauge for particular rales is h^ making elnirges 
aecording to the value of the article transported, the rate in each 
case being determined on ii coiinmrative rather than an ah, solute 
.standard. Low-grade eonmiodilies are accorded low cJassilleatioii and 
low rates by fransiiortation eompanies, holh as a miifti'r of justice 
and of expedience. 

The elfeci of the value of the commodity on rale-making is widl 
illnstraled by a quotation from the Southern Paeilic Oompany’s 
tariff : 

When rates <m ore, concetitrftti^, «(i![)liim>t<., nietni, tuillioii, iiiafte, etc., of 
value ill excess of $100.00 pir ton of 2000 poumls aw* not hjiotolicHllv shown 
lietwecn any two points m this tariff latcs for valuation in e.'a-cBs of $100 per 



84 University of California Publications in Economics lo 

toa of 2000 pounds, but not over $200.00 per ton of 2000 pounds mil be 120 
por cent of the rates applicable on oro, etc , of $100.00 per ton of 2000 pounds 
valuation ; on valuations in excess of $200 00 por ton of 2000 pounds but not 
over $300 00 per ton of 2000 pounds, rates will bo 140 per cent of the rates 
apphoablo on ore, etc,, of $100 00 per ton of 2000 ponnda valuation; on valu- 
ations in excess of $300 00 per ton of 2000 pounds the rata will be made by adding 
to the rato given for '100.00 two per cent on the value above $300.00 per ton of 
2000 pounils.ri 

According to this the ratcis vary dived, ly with the value of the 
particular eomraodity in que.stion. 

In the ca.se of Mnnimuth Cupper Mining Conipanif of Maine vs. 
Boulhrrn Pnrific Company''^ the complaiiiant charged that the rate of 
the defendant on blaster cojijier in carload.s from Kennett to Oakland 
Long Wdiarf and San Franci.seo wa.s niirea.sonahle. This rate had 
been fixed by the Oommiwsion at $() 90 per ton of 2000 pounds, mini- 
inuin carload t!0,000 pounds, value not to exceed $400 per ton. The 
copjioi' company contended that it produced copper worth consider- 
ably le.s.s than tins and that therefori'- it should have a lower rate 
on such oo[)per. It was maintained Unit, .shipment, s often had a.s low 
value as $8.'J5 per ton. 

In llie original decision the Commission estalilislied the rule for 
ascertaining the rale on ore and the like, of value in excess of $100 
per ton. by taking certain inereasing percentages of the rate or value 
a.s tho value per ton increa.sed. This .sante rule ica.s followed in the 
case in liaud and tlie lunv rate wa.s set at $■! 90 per ton of 2000 pounds 
on blister copper, value not to exceed $:100 and an additional 2 per 
cent of the value on any value above .$200 per ton of 2000 pounds. 

The value of the ooinmodity as a ba.si.s for transiiortatiou charges 
lia-s been recogiiiaed by all commission.s Irnleed, m its first unmzal 
report the Interstate f'omiueree ( 'ommission stated that the value 
of the article trans|iorled was the iiio.st iniiiortaiit element to be con- 
sidered in determining the charge to be made. This po,sitioii has 
certainly not lieeii adhered to, but, iieverthele,s.s, the value of the 
commodity ha.s been givcm con.suterable weight in ela.ssifying com- 
modities and the railways have been desirous of n.sing it, to a muoh 
greato’’ degree than they liave been permitted to do. 

The federal bixly ha.s also on some ocmisions allowed a different 
ola.ssitieation of the .same mmnmiity aeeordmg to the use to which it 

11 Quilted from 1 0. il. tf 9113, Manimulh Copper 3Pninff Compmn/ of Maine vs. 
Smlhmi Fiwifio Cmiipamj, i>. 99, 1. 

12 3 0. 3i O. 324. SiH> also- Cnmeisir JJ. .f- 1\ Co. v.s. W. T. J?. Co,, 6 C. H. 0, 
lyf ; Leal'e vs, Xorthwestim Paei/ie Jl. Co., G H. It. 0. 7G7; Kiveraiile F. Cement 
Ct>. rs. 8. F. ; I„ J. # 8. 1. Jt. Co., 6 C. B, 0, 2»3. 
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lias been put At other times it bus refused to do so The f'aliforina 
authorities have adhered to the latter stand " At the same time 
practically all the commissions have been unanimons in their attitude 
that rates cannot vary automat ically with the jiriee of the eoaniiodity 

The lofricnl connection, or perhaps one should say distinction, 
betivoen the value of a coininodity and the value of service of moving 
a eommodity is not ohvious 'I’he inieistati' Coiumeree t'oinmission 
has insisted that the value of a eommodity is a faelor that must he 
given consideration in liMiig rates. "The value of an article, not its 
•tise, is one of the ihderniiniiig factors H might he jiointed out, 
liOAvever, that this distiiietioii is leiiiiniseeiit of Adam Smith; the 
' vieiv of modern eeoiioniu's is Unit tlie value of an article eiiiiiiot he 
considered independent of the use to which the article is jiiit Anahsis 
seems to show tlial the eoniieetion hel.wecn rales and th(> valiU's of 
commodities arises liasii'iilly from oilier far, tors. The c’ost of trans- 
porting more valnalile commodities is greater limn the cost of trans- 
porting lower grade goods For examph'. tliere is the greati'r risk 
involved. Then too, it usually happens that those eoniniodilies luiMiig 
a liigher value per liiuidred pounds are the light .ind hulky ones and 
this means a relali%ely greater cost of reuderiug service Finally, 
commodities of higher value are freipieutly able to "slaiid” a higlier 
rate than commodities of loner value. 

•I 

In the latter iiislaiiee id’ eoiirse, the priueiple i>' not the ‘‘value of 
the coiuinodity.’ ' imt "wliat the traftie will hear. and, it should 
be noted, these two terms an' not identical It is quite possifiie (Imi 
commodities of rc'lativelv higli value, produced iiucler M*r,\ keen com- 
lietitioii, might, not la* alile to stand a.s high a v.ite as I'ouimoditii'S of 
a lower value (per KKl pouudsi produced under less competitive 
.stress Daggetl very well says. 

1.1 See i’ari/fp / i’iAk umi li'eiiirdfr ('n vn tSnu. I'lie ('ih, 1.3 <t It 01: A’mf.'t 
Go. r.i. .S' P Co., 3 (!, J! V tir.l ; SI, .el few f . & L. Ural Go i H P Go. 
31 0, If. C. HIH. 580; Unilid Dn-thjnui to. vn .1 T. .1 .S' f Hu , 22 <\ If f! .t.Att 
.lo'O. fSee also eliap. 8 tnjra 

11 For falter tIi.'ieii.Hsioii.s see. Uijiley, \V. X, c/, rit., elaig 9. 

Tliimmiin.l, M B.. op ril :llf. 

.IiH'kman, \V. 'it, op. oti., I'liap. 

JWacfTiJ/linn, Jl. A., t>p. 

The Cahtoiiiia Pommission follosrs a.s uearly as pos-nbl,' the kiuk* i‘lassifii‘ati(m 
08 Ui.it, oiuplojed by tiio 1. It l’ ; hi-neo the luineiples empUijid in eiieii ea.se an* 
psswitinlly the aame. See oiions, 1 C. If C (!2. 

is Wcstom Glantiifirattoti I'liii, 25 X <*. (t ’Mi, •199. 

is'i This ifl esiilently the way lit ■which Ifiptcy unalyrcH ttir ‘‘vuhie of tlie 
comniuiixty " as a menn.s f<ir tising puiticular rail’s. .See Sathoads, £ulc.<t and 
lU’ffuUttmn : 3ir> f 



86 


TJnuierstty of CaJiforma Piibhcatimis in Economics [Vol. 10 


Douljtifss it ia usually loughly tiue that the movement of a commodity winch 
letails for (tlOOO will be leas impeded by a $5 lato than will tlio inovemont of a 
commodity winch retails foi $10. But theio aio ca.sea wheie tins is not tiue, 
and thoio is, apait from the obBcrved fact, no logical lonson for identifying the 
demand for an aiticle with the demand for a sei-viee rendered to that article, . . . 
Vahiea and differences in values aio obviously distinct.^** 

In California the value of a coininodiLy as a means of determining 
the reasonableness of rates has been a comparative rather than an 
absolute standard. Tbe discu.ssion of tins phase of rate-mahmg has 
been deferred to Chapter VIll 

Willinfincss and ahilitij io pnij — 

Another way to tlelermiiie particular rates on the value principle , 
is by apporliounig eliarges n.s between tbe various consumers m 
accordance tvith what they arc able or willing to pay. The California 
Commission Inns used this ihcory extensively and has recognized the 
fuel, that rate-making is largely a question of sound judgment luised 
iqion tbe needs of each case, rather than one of mere mathematical 
calculation. As a matter of fact, even though otiier circumstances 
be ignoi'od, it is quite impovsible to ealculate exactly what a parlicular 
rate .should he if a utility is rendering more than one kind of .service 
■VVlieii the authorities have determined the total charges necessary 
to a utility this burden must he apportioned between the, various 
customers of the utility. Primarily hecaifsc of the varying conditions 
surrounding tlie consumers, it is e.ssential that the iiulividnal charges 
he detenuined on the ha.sis of ability to pay. 

The use of this ])rincii)ic wa.s well illustrated in the Application 
of James ^1, Murntij and Ed. Fletcher for an increa.se in water rates 
The general level of rates for the utility wa.s fixed by Mr. Eshleman 
on the investment ha.sis in accordance with the City of Palo Alto vs. 
Palo Alto Gas Company decision.’'’ 

It, was found that the company required a gro,s.s revenue of 
$66,825,013, whicli meant that, tlio earnings hud to be inereaxed by 
$42,286.68, munmlly. But while Urn general rale level wa.s determined 
on the inve,stment tlieory, the apiiortioiimeiit of the burden, between 
the domestic con.siimers and those requiring water for irrigation 
serviee.s, u’a.s ba.scd on ability to paJ^ It wa.s decided that: 

Baggett, .S,, Pnninplcs of Inlanit Tivv.'ipo'rtiitwn, p. 3(i4. See also: Union 
Tanmny vs. Hnnilimi JUiihrny Cmopanii, *20 1. (X O. lot): "Vulwe w a fai-tor ia 
elassifleiition for two reiusens: becaimo u'lrriurs incur a. greater risk m transporUng 
more valuable articles and bwause value ia goncrfilly indicative of the ability of 
a eiimmotlity to pjiy tniiisportulioii charges.” 
w 2 G. B. <\ 4(M. i» XbiU:503. 
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As much of ihis' ndiff'd bunlpu as is jxmsiblo shouhl Ix" upon tho ihmu^stic 

consumeis for two icasons fc’iist, this ohw.s of soivu'c is moio «‘\.}a‘ii.sivo, tmtii to 
fiorve originally ami theioaftoi fo maintain, ami hocond, it u lU shaul k lUmut haicl- 
Siliip hiK'h iiu*j«'os‘6’. Tills sisMuid reason foi a hi^iuM lato is in cmu'v 

class of ntiht} and its \aliiht} as le^.irdb classiih ations is so well estal)- 

IIhIkhI that it IS nuncccHsaiy to cilo authorities, (lohi ou* is iu> iiioie e\poiisi\e 
to tians})Oit, than coal, vet it in}i\ tie and is iisstH.sed a niin-h hi^luM r.d(‘ 
proportionahd,^ than the siightlv added lisk at ali wanantsi'' 

The hnrclen the irnyfiitinn eonsniui'rs were iiskod lo liear whs sun|iiy 
the flifIVi-eiici* helwet'ii Ihe total reeened i'roin tlu' doiiiestie I'onsiiinei", 
find the total g'i'OK,s ve\eiuie tie- Coininissioti allouiel tlie eiHn])aii\ to 
receive 

The neee.sKity of reeo”-ni/injr tins jiniieiple in I'Mle-inakinij: was 
C'lnpha-sized aj^ain hy tli(‘ < 'oniiiiission m its deeision eoiieerninir 1lu‘ 
Apphcniion of the Soutlain <'<il ifoniiu Kihsan (’oin/xnvi for an 
eiiieri^eney ineretise m eteelne rales 'Die Soniliin-ii ( ',ilirorina Edi- 
son Eonipiiny clninied that liy rea.snii of a sliorlave m h.Mlro-eJeelrie 
pow'or, il.s ojimilintt expenses noiild he ”re,itl,\ inere.ised iind its net, 
roA’Pime eorre.spondinely n-diieed t'oiiseijiientiy it a.sk(><! for iieniiis 
■sion to [ilaei* in rlVeal fot a peiiod <jf nine niontlis tenijiorary inceea.se.s 
in rates, tliat ns, siireharpp-.s, that noiild ai<! in offsi'itink' (lie rediietiou 
ill net revenue. 'Dio iiiajoeily o[)niion tiranled the reijiiest of the 
eoinimny Init reeng-nized that siieeiai eonsideralions slnmld he jriveti 
to the serious ee.onouiie conditions alii'etiiii; a}'neiil1iiri>, in dis- 
tributing the Imtdeu arising from the n'rantint^ uf an inereiise in 
X'ovenno. In siiminiiijj; iiji Ihe situation the eoimaissioners stated- 

Elcetiin me men' ei les, i-oiiijUt-'i. mul are so liiT.niHe tliev me 

intouded to siin-ad tin- liiirdeii iis eamtiildv w jies-iilile, laloii)^ into i nUiOilet 'itHin 
the widely diveifreiit eimiiitioiis under ttliiili pewi-r is uu-d, and the vannia; nets 
of delivermj' siu-h peHei Ut the (ihiei S' at irhn li il is vv, luted. The lel itiini ivhu h 
11 aelieiliile iifleitiiij; one eluss ef eiiiisiiiiit u Hlmiild tiein to .ill utliei- sdiedules i^ 
.1 miittei of sound mid dusi eniiiit' judjimeiit .oid is m/I -iisiejitihlu of deteruiiiui 
tiuii with matliemiiti('.jl eMU-tiiess TIiiih it eiiiiiud In- assiinusl tli.it the lelatiou 
estiibiished liiiil yeiii- iietwieii the ii^'i leultiii.il piOM-r M-liediilos of fins iitiliti mid 
all otliei- eleetrn* Hi-hediiti's on lliiis system tlieii iiius .iiid now iiniianis 
jiiiiilieiimtii ti.lly esiiet mill nut, ,sul',(eel te Mii-uitioiis ill .iii\ )iii.i-tu'ul n. 

"We me, therefore uf the upinuiii, in view uf tlie leiuioiu alioxe set. foitli, th.it 
the o.wm;di(iii of tlie iiKrii-uIturiil .wliediih-i tnuii iv peiieiitmie nil leese iiimuti-s 
in the jiieseiit ein‘Uinatanee,s will nut lesiill iii uuyiisl ui undue diseiiiiifniitiiiii 
agiunsi liny oftier etn.ss iii etasws ut ediisimieis -'i 

ITenee it wtus tlemded, in view of the eouditioiis in the aixrieultnral 
industry, that the airrirultiiral eonsiuner.s slimild be exempted from 

lu/hitt. .ii.Xl; itniies tnlnis 

-0 2S <1, li. 0. -103. Fur ii full di'i'ussiim uf tiie fa< t.s uf this ease we eliap. 

21 fhtd. :d07- 4(W, 
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any merease in rates The extra burden arising from the surcharge 
was apportioned among the other eonsvimers who were more able to 
bear it 

Besides allowing and prescribing rate differentials based on the 
relative cibilifics of the various parts of the traffic to bear the charges, 
commissions have also found it neeessai-y to grant differentials on 
the basis of wUhnejness of the various consumers to pay. The rea.son 
for such a differentiation is the t>ossiblc inability to secure certain 
traffic if an attempt i.s made to force it to bear its full apportionment 
of the charges; the serviee. indeed, may not be worth the charge if 
some alternative source is cheaper.““ 

Thi.s principle was applied by Mr Bshlcmau in his decision re- 
Kern County Merchants’ Association vs California NaturaJ Gas 
Camiianij.-’ Tlie eoinplainaiifs in this instance alleged that the rates 
of the defendant were unjust and iinrea.sonabie and asked the Com- 
mission to fix Just and rcasonabJe eharge.s. The general level of rates 
was fixed on the investment basis lint it wa.s found that- at non-peak 
time.s tliere was con.siderable exce.ss gas which could be dispo.scd of 
to the San Joaciuin Light and I’owor (torporation for fuel [lurposes 
If this sur(ilii.s Averc sold it nould obviously relieve tlie regular cus- 
tomers of a considerable burden but this could he done only if the 
rate.s to the San Joaipiin ('omjuuiy were made lower than the average 
cost ('fimseiiiu'Titiy. the Commission dfeided to allow a lower rate 
“for excess gas over and above all demands tor other purposes, for 
delivery to large eonsniuers for fuel purposes ” 

Exactly the samo sort of situation was faced again by Mr. Thelen 
in the aiiplication of the Pacific Gas and Electric Company in which 
the utility asked jiermission to charge a lute to the Diamond Match 
Company that would not yield a fair return upon the inve.stmeat in 
the eqininnent used.'-'^ The utility ivished to give the Match Company 
a eonirnct rate for a period of five years of (J5 cents per kilowatt 
hour. If the Commission did not allow this there was danger that 
the company would seek other sources of power. But at the same 
time the rate projiostHl yielded little above the bare cost of service, 
exeirpiing interest on equijnuent. The Commission, however, was 

'■1- Ah a Minttn ef m>onl the inrrea.se iievei wcBt oircct, hwiniHe the Coin- 
laissUm, ujion rehoaring, icvetHeil its first deeisicui and would not allow tho com- 
pany til mukt* the mciease that had been grantwl. 

-■1 Eo-p a fuller diM'iHsUin of tlna phase of tin- problem «« diap. VI on Uompeti- 
tive ffatcH, and chap. Vlll on Comparative lUites. 

-'■14 O.B. 0. Rita. 

n C. H. C. aou, see also 7 C. R. 0. 79. 
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forced 1o allow llu' cliarge because it. was all tbe traffic would bear, 
and the utility could not afford to lose that husiness A.s Air Thelen 
said : 

I<’uitIieimore if racific Gas and Electric Conipany alioulil lose {tog busniegg, 
tlio mvcitmeiif; wtiieli Die company lias made alieadi under tlie fmmei eunfrait 
to seiv’o Diamond Match Company might lio rendered c.ilueleis e'eept for M'i'.ip.-i> 

Those two cases show vio-y clearly the ajiphcation of thi> faisitrhti'd 
view of "What th<' triilYic will liear ” Kates were aci'oriled in each 
ea.se, not on the ha.sis of eitst, hut aeeordintr to "wh;it the tiMflie uoiild 
bear,” that being not all tlie (‘onsuniers eouhl [ia,\ hut uliat they were 
tvilling to pay Sueh tiu apiiortioinnenl, worked to the benefit of tdl 
concerned, customers and prodm-ers alike 

When the lali* level of a utility is altered, the problem arises of 
dislribuling the increase or deeretise over the various cotistimers 
Seldom e;ui horizontal ehange.s in the wliole .sehediile bi' nmiie lieeau.se 
of the nature of the demaml ('oiise((Uently it is imeessar.i to resort 
to the use of ‘‘what the traftic will hear” as one of tlie faelors lu tlie 
adjustment. The case of Thomas Monahan, Maam- of San Jose e^• 
I'aeijie Chi.s and Eleelnc-’’ affords an illustratiim, 'I'he general leM-l of 
rates for the Sail .fose dislriet wois (letermined by eslinialiug the cost 
of the profiei’ly ii.sed and useful in .serving tlial area as of Deeeinher 
31 , 1911, and allowing a fair return thereon To seciiri* This ridiirn it 
W'as necessary to raise the rati- level. ‘I'ins at once rinsed the lU'ohiem 
of distrihutiiig the burden of the ii!erea‘'e Although it had been 
])Ossiblp to tlx the general level of rates on the cost basis, it was 
impraet icable so to delermini' tbe individual items of the sehednle 
lieeaiist* of the natiii’e of the- demand. 'I'he eleelrieal energy .supjihed 
by the eompany was tieiiig u.sed for ilome.'-tie and eomraereial lighting 
and agrieultural power. As a lu.itter of general pnneiple the eom- 
missioner felt that each ela.ss of eonsumers shonid yield an adeipiate 
retnim upon the investment used in its .service lleeause of the emuli- 
tloiis existing in the ilistriet of San dose, however, he eoncluded that 
lighting rates should he uniform ihroughout the entire aroji, altlioiigh 
there wa.s no uniformity of eosi in rendering the service Jfe also 
decided tliat there sliouhl he no iiierea.se in rates charged for agii- 
cuHural power. It was iuipos.silile to make the consumers of this bear 
the total cost, attributable to it, because they had the alternative of 
I'csortiug to the use of gasoline engines. 

so S C. K. (!. 390, 4110. 

H C. K. C. S<i«. 
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Under the existing schedule of rates prescribed, one group of 
consumers was yielding more than a fair retuni while the other was 
yielding less This decision was based on the theor}^ that although 
each class of business should at least yield a revenue such as would 
not under average conditions create an additional burden on other 
classes of consumers, yet it was not necessary that all classes of 
service should show the same, degree of iirofit Moreover, if the com- 
pany lost its agricultural power consumers the reinammg customers 
would have a heavier load to carry. Under the eireuinst ances only 
one dccLsion was po.ssible. The reason for apportioning the burden 
on such a basis wa.s not hecaii.se Mr Thelen thought that ,pistice 
demanded that the rates be based on ability to pay, for in his mind 
there was “considerable (piestion as to the equity of placing* the 
burden, created by service supplied to one class of consumers which 
in itself may not he able to yield an adequate return, upon other and 
more fortunately situated classes. To him the question was purely 
one of expediency 

The Commission has, houever, on other occasions justified the 
application of tins principle of rate-making not only on the ground 
of expedieney hut also of jn.stiee. Comim.s.sionor Edgerton empha.sized 
the fact that reg-ulatorj* bodies .should keep the sociological features 
of rate-making in mind when they are making rate .schedules, in the 
Application of the Los Angeles Gas and Eleciric Corporation for the 
fixing and classiflcat ion of gas rates.'-® The commissioner determined 
the total Slim to he allowed as gross revenue by granting the company 
a net return of eight jier cent on its actual investment. 

In regard to the matter of spreading the burden between its ens- 
toiners, the company urged that it should not be .spread over each 
groiij) exactly in accordance with the co.st of pimdiieing .such .service 
to such group, but, on the contrary, that .seriou.s consideration should 
be given to the needs and condition of the .small coiiMiiiiers with a view 
to lightening their burden by the usses.sraent against larger eoiisuiners 
of a somewhat ilisproport innate .share of tlu' co.st of service. 

To this Coniraissioner Edgerton replied ; 

I tjcuevo till) eojituntion of i-ounael is fiounil, tlwit in riitu-lixing the so-called 
anciological fciitiuo should bu I'ocognizeit. It would be abauid, merely fur the 
purpuBo of scientific uxnetiioos, to place upon small eonNunims a burden which 
they could not bear. This of course would rchuH in thoir abajidonmjf tbo seivicc 
and imhwa thoir rates had iieen. enusing the eonipany a positive loss their departure 
from the system ivmild result in increased eostn to the remiunmg consumers.so 

IlHd. ■.iiW. W C. It. 0. Till. 20 Ibid.-.TM. 
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To Kimi up • Th<‘ principle of chart'inp: “ what, the tiaffie will hear,” 
a.s used by the CaliL'oniia authorities in delerniiiiiiiijr imrficular rail's, 
has been applierl in two ways: iirst, in eases w lie re the depeiideiiee of 
the eonsuniers niiou tlie utility for its serviefs is siteh as to make it 
tio.sRiblo for the eompany, if imrej^iilated, to eliar“:e e,\orl)itant rates 
The rea.soiiable ability of the eoiisiiiiiers to pay has set the standard, 
the iiitoiests of both the jirodiieers and tlieir eiistoiiiers beine eare- 
fiiHy eonsulered Second, in eases where it has been necessary for 
the utility to accord special rates m order to seeiiie the tiaflie The 
willin'>'iiess of the eonsiiiiier to jnij only a leriaiii ainoiiiit, iieeaiisi' lie 
was not dependent on the utility for the ,serviee, lias decided the issue 

This method of rate-inaknii' lia,s bi'cn useil and recoeiiizeil by 
courts and eonuiiissions alike all over the world ,is a sound means of 
determining utility charges and apportioniii" the Imrden upon the 
emstoniers Indeed, as Kijiiey says, it has heeii the great ‘‘Dyinimm 
force ill rate-making” In the tiiial anal.vsis, “wliat the liaflic will 
hear” is always a h.isie faelor since no rales eim he lived lieyond 
that liiiut. Even wiieii the eosl priueiiile is atiplied its .sueeess is 
dependent uiwn the ahiiity (>f the tuiflie to stand tiial, eosl, ,.\t all 
times deiiiaiid sets the iiiijier limit (o price, Init of emirse it does not 
follow that utilities are or should he allowed to .seeiire all the 


consumers eau pa,y 
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CHAPTER VT 

COMPETITIVE RATES 
Introduction 

Experioiicp has sliowii that uaregiilatecl competition between nat- 
ural monopolies is quite unsatisfactory. 2<’oi* the time it promotes 
wa.ste and a chaotic condiiioii from which monopoly emerges and 
then the public is forced to suffer for the jiast To prevent all this, 
public utility rojrulatiou has been developed; but tliat does not mean 
that competition ha.s clisafipeared 

While monopoly under the supervision of state authorities does 
prevail in many instanees. nevertheless conipctiliori in some form 
remauis to a large extent, but, in the case of public utilitie.s. it is a 
competition that has been brought under the control of the state, and 
thus liH-s become regulated eom[)etition. Rates made under the. stress 
of competition I'oally form another aspect of ratc-mahing ba.sed on 
“value of service,’’ or “what the traffic will bear.” 

In spite of this change, wiiieh has came about a-s the- result of 
experience, competition .still forms a very important Inisis for regula- 
tion ‘ What commissions are siqqiosed to have done is to have removed 
the evils of rate wars and the eon, sequent instability in both charges 
and earnings, while at the same time theyliave retained the advantages 
of rivalry. Practically, therefore, all that ha.s been accoiiiphslied is the 
removal of cut-throat competition. Tlie eompelitive condition.s still 
existing, iii so far as they affect rate-making, may be most con- 
veniently di.scnssed under the following ca[iiions-: competition of com- 
panies, market, competition, and the long-and-shoit liaiil in-incijile. 
There is one other competitive eondition, namely, competition a.s to 
service offered at the imte ('.stahh.shed by the supervi.sing authorities. 
Tliis-Al^rm or method of competition may he used effectively to pro- 
mote efiieiency in cireunistanees wliere the rate itself has been fixed 
and eom])etitioii as to priee.s ha.s been in-evented b.y prescribing the 
charge to be made for a given service. 

1 E.g., TrmiM»n.tjn,enta.l freight rates, and freight lates hi the Trunk Line 
region. 
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CoMPETITfON OP ( 'OMPANIES AS A PAf'TOU IN' Iv Vrii^M AKrXO 

As c'l menns of controlling jiiililio utility vales, tlio coiui)ptitioii of 
companies under llio watchful e.yc <)f a sujieiw isory authority iiui.v he 
a very good and valuable tiling, for it will tend not only to kec;i dov\n 
costs hut also to primiofc ('fficiency, 'Many' stiuhnits of the jnolilmn 
of rate regulation even go so far as to ,say that the eoinpetit i\ o basis 
alone should he used to (letcrniine the rate le\el While this is jn'iliaps 
all extrimie stand in view of the iiumojiolislie teiiileneies of jiulilic 
utilities, it, IS nevertheless a fart that there are very few puhlie utility 
coriiorations which do not face some kind of coiujietil ioii In other 
words, complete moiiopolv is practically a niy l,h 

One of the forms m w'liieli tins conipet ilion minufests itself is m 
tlu' rates charged. Where a service may li(“ rendered h.v one or tnori' 
than one agency tlie dift'ereiice in the charges marie constitutes an 
im[iortant factor in the decision of a person reqninng Mich servicr' 
This IS well shown in the matter of freight rates In eontiiiental 
countries railway.s are compelled to charge at least lla per (‘(‘lit more' 
than the waterw'ays charge for the same woik.' In tlu' I’liiti'il ytuti‘s 
freight ]‘a1es have been low'er in legmn.s when' water conipet it ion is 
present than in those where it was not ‘ Tlii' sanu* inlluemu's have 
been at work in Oalit'ornin and have modilied a(‘i'onliiigly the charges 
made by utility coriioratlonH. For evaniple, it was estimated, in the 
ea.se jiiviilvuig the investigation of tlie joint rides of the ^Vi'titvi'n 
Pacific. Railwaii Ciimp<\n]i ami the NccinUi-Vohforma-Oi ciian iLiitlintg, 
that there had been a .saving of $1 1.8(10 (10 to shippers \iji tluise lines, 
from iMay' to l)e(‘wuber 1010, owing to eomiietition with the Noiitheni 
Pacifie,' This Mini represented the diilVrence between what thi' ship- 
l)(*r,s netnally' luiul for transportation and what they would have had 
to pay' via the Monlhern Paeilic liefore the Western I’aeilic was bnilt 
Although the Palifornin ant horn ies eiieourage eompetitioii and at 
all times hold the threat of potmitial comiietitioii ovi'r the heads of 
the utilities, nevcrtlu‘le,ss ihev will not eonnleminee rale wai.'tuuor 
will they allow los.ses from ent-throat eomiietilion to b(' unuie nji in 
non-eomjietiiiie territory'.’ This opinion w'as exjiressed in the Apphi- 

a Rc0 Kigtori of flic Roriil ( 'mmiiis-.mn mi Caii.ib aicl tVatenvin.'J, vuls. (3 ami 7. 
Also Mtmltiin, H. G., Wc/criiui/.s- r.i Ihulwat/a. 

a Sco Pcflimtiuiri/ tlcpiyrt of Uu' luiamt ’Wnlonvuvh t'oimmssiim, ItMWMl, Pi'c 
also 0 C, B. 0. 293 foe disciiMoo of the effect of water c,»jn[ictiti<iB hi Califoima. 

1 U. E. 0. ] . 5 See infra eliaji. 8. 
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caiion of Ihc Northrrn Cahforma Power Company for an inoreafsc m 
itw oloctncilx raf(\" In this instance very severe competition between 
a number of producers had led to the consolidation of the rivals into 
the Northern California Power Company. The new corporation then 
ref| nested an increase in rates, on the ground that the existing sched- 
ules were unreasonably low. Mr. Bshleinan eoiidemned such practices 
and said that the rialifornia Itailroad Commibsion would not counte- 
nance the. like in territory under ils jurisdiction and requested the 
municipalities to follow a similar course.^ To assi.st m enforcing thi.s 
stand the commissioner announced that it would he the practice to 
adopt the scale of rates established under competition a.s reasonable 
to he imposed in non-eomiietitivo teiTitory. 

Moreover, if a utility, under ordinary circumstances were to go 
behno the rates of its competitor it could not. plead that it was forced 
to do .so * The Commission stated that companies would not be per- 
mitted to force down rates iu order to kill olf competituni and then 
a.sk immunity from tlie consequences of their action on tlie gTOund 
tliat they were coiupelled to make low rates" But, where utilities 
were forced by cireumstauoes of conipi'tilion to accord low mtes in 
order to .secure busine.ss, the.se rales could not be used as a measure 
of rea.souahleiiess. For example, Commissioner Edgertoii did not 
eon.suler the compiirl.son of rates on cotton from Texa.s, Oklahoma, and 
Crulf points to I’aeilic (^oast imrts with those from the Tmperial Valley 
to the .smiK' jiorts a fair one, hisainse of the fact that the rate.s from 
the Onlf region were watiw-eompellcd.’® 

The apiiarenl ineonsisteney between the.se tuo si ateineiits of the 
Commission can be explained by stating that if a company is forced 
by a rival to e.stablish rate.s as low as Ibc latter’s rate.s in order to 
secure business, then the authorities will not take the rates granted 
by this company under such conditions as a measure of reasonable- 
ness for the rates of iiiat same company m non-eompetitive territory. 

However, wliere a comjmiiy gTants rate.s below those of its rival, 
then the.se may he regarded as voluntary. Such being the case they 
can he considered coinjiensatory and hence may he used a.s a measure 
of the^ieasonableness of (be charges of the same firm iu non-competi- 

« 1 C. K. O. 310. 

r The fUfUciiUien of having two rcgidatmg authorities, state and local, were 
eliiivinatetl in 1914 ivhoii tlio jiailntaA (’ummissum was given complete control over 
all rates of utilities (nvned In private companies. 

s 2 0. It. C. 41, Jttiius Utiyman Company ra. South ra Puriftc Cimpanv. 

olWd.:42. 

le.l t’. It C €h«iip(U tw. SmtOtiftt I’aeifie, See also fi C. B. 0. 203, 304, 
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tivo territory Thus, the clistnietioii helwern voluntary and coTti- 
petitive rates become.s ii)i{)oi-tatif, r(heii (he reKiilajory IkkIv is deeidiiifr 
■whether or not rates in a competilive lerritory slintl tie used as a 
standard of reasoiialileiicss 

The saiiK- remarks ajiply to interstate eoiiniieree Tile Maiiii- 
Elknis Aet of 1910 aimed at the prevention of fri antin'!' Ifw rates 
merely to kill off eoiniietitioii and then raisin"- elmrires afterwariis to 
make up for the losses meiirri'd. ft was [irovuled tliat, wlieiievei' a 
railroad reduced its t‘rei"h1 rates in competition willi a water rmde, 

• it ini"ht not iiierea.se lliese rates unless 1!i(‘ ( 'oinmissioii found lliat 
the proposed increase lested upon eliaiijred eoiiditioiis other flian (he 
eiiiiuiialion of water eoinpetition ” 

These provisions of the law. liowevcr, liave m praetiee proved a 
neplisihle (piantity For e^alllple, traiiseoutiiiental eommodity rates 
W'ere made to meet tin* eonipetiiioii of tlu' l*aiiama canal when it 
opened. When slides elosed the eanul iii 191.1 lli(> carriers were 
ordered to restore' all transeontiiieiilal rates in liariuniiy' with the 
distance theory, since water eompelituni was eniisidered a nep;li"ihl(’ 
factor. In 1922 tlie railroads aK'ain aiipiied for relief lieeause of the 
PanaiiKi canal tint flii.s time the apiilication wa> denied lieeause id' 
the Aet of 1920 wliich sfipiilated tliat all rates must la' reasoiiahly 
compensatory, and that, no rates viere |o he so low ,(.s to threaten the 
extinction of le"itiiiiate eoiiipetdioii hv water (‘ariiers,’' 

( Vini]>etilion which leads to an uiincccssaiv duplication of facili- 
ties lia.s been imt in the siinie cateuoiv as over-invest luent. Jii neither 

11 .Tones, Eliot, e;i ctl. San .Mso nce ‘t(C) liit.'islin I'nmimri'e \it. 

1- I'llggett points out tliat llie i units anil tlie < 'onmiissioii lone f.iileil to onfoiee 
this elauHO on nt lea-st tliieo seji.iiate aiomiils; (1 ) Tlie Inloisfato 1 'omiiioi'i e Com 
mission lias poiiitod out tliat tlie iiiiiii.iiv pin [losc of tlie l.iw it'oll l^ to eiiioinagi' 
water eoinpetition lienee encouiagement alioulil to given tin- e.oiiiiK to i.ii^o 
tlioir ilites at. eompetiiive jioints ratliei tlian to eoulmni' Itiom at a lovel w!d< h 
makes tlie eomiietition of Imat line!, iinpossitTe (‘J,\ Tlie Interstate Coiiino reo 
Oommisaion Jia-s aPii held that rail lauieis are not oiilv nut re'puio'l, lint that 
they are forhnhicn to eontiime ton rativs to poiiils >vlmTi oine (,iijo,iu) n-ator eom- 
polition, when the water eempeliliou lias ee i.seii, niilii-s, jioh 1 1 ), lliev leiliue tlieii 
rate» to othei jniinfs so ns to preai-iie ii proper rel.itionslii]i Tin ('ontiimnnre 
of low ra.tea ntnlei aneli eoiulitiojis wouhl piodmc .1 de-i iiiuiiiatioii wlilili tin- .\il 
to Jtognlate I'nmmeiee niiikes unlawful. (T) T!ie l’'iiiteii IStiitiM Siiproiiie Court 
ha.s ruled that earriers wliieh quote lowei rates to w.itoi eoniiietilivo pi^ieTtliau 
to intermediate destmatioiiH with the approval of tin Coimiiission, may sulise- 
quontly raise these rates when water r-ompetitiim disappe.irs, hi spite of «el•jum 
4(2), lieeause the law does not .ipidv <0 iiHiuetnms inaiie iindei the Coiiimifisioii ’t, 
authority. (See iS'/’iiiaer A’tMa CoiponitioK i-v. T'.S., 219 t! S, .'i,57 P.iggeti, 
thid. :650. 

ihaally it should he noted that the Ai t of 1!I20 gave the Inti r.state Conmieive 
ftoinmnssidii the power to fix minimum niilrotid iat‘'s, and this rendered the eliiuse 
(juito unnee.essary, 

J'l .Tones, Ktiot, up. 3 78-182, 
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case mil the California Railroad Commi.ssion prescribe rates that 
will give a fair retain. This was the announcement made by Mr. 
Eshlemaii to the application of various carriers operating on the 
Saerainenlo and San Joaiiuin rivers for an increase in rates.^* 

Jn the opinion given, he stated that the San Joaquin situation was 
a clear example of tiie evils of conipetition resulting from the duplica- 
tion of facilities; neither company had been able to secure enough 
Iraffic to make the bn,sine.ss profilahle. He held that the evils of both 
monopoly and competition existed there and that the public could 
not be expected to give a return upon facihtie.s not necessary in the- 
service of the public. The commis-sioner in rendering his decision 
stated that the evidence in-e.sonted did not iirove to liim that any rate 
increase should be allowed, even on the basis of the property involved 
and the expen.ses .shown. Consequently for lacic of conclusive evidence 
he dismissod the case, but the principle involved in the decision was 
I'onlaiiiod in llio earlier statement. 

We .shali see, in the section on market competition, that the Com- 
mission has inamtaitUHl that, although it could prevent discrimination, 
it could not compel utilities to grant rates lower than those which 
could he iircscribed as just and reasonable m order to alloiv producers 
to meet market competition, iit the same time it has permitted utili- 
ties to grant such rates when they have yielded something more than 
oni'of-poeket co,sts and thus have not iT.sulted in burdening other 
t rafific 

A similar stand has been taken in I’egard to the direct competition 
of Companies. The Western Pacific Eailroad Company, the Southern 
Parife Company, the Atchisan, Toptha and Santa Fe Railway Company 
a.p[)lied to the Railroad Ctommission for an order to abolish the rate of 
six cents per hundred poiuids of grain and grain products from Stock- 
ton only, to San Francisco and to publish in lien thereof a rate of seven 
and one-half cents per Inuidred pounds, intermediate in application.” 
The railroads claimed that the imte of six cents wa.s a depressed one 
resulting from the charges established many years previous to meet 
water competition, but that the boat transportation compaaries had 
rais'Ptt- dicir rat<?.s until they weim seven cents per himdred pounds; 
they also claimed that the six-cent rate was non-compensatory, A 
number of grain producers and grain buyers intervened and cou- 
temled that a clmnge in the freight rate would be reflected in the 
selling price of their grain. The Coniraiasion decided: 

1 * 5 C. h. 0, SOI. 15 28 0. H. f. 3ir,. 
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It IS tli0 light of a ciiniov in its own mtfioht in moot (‘oiii[H‘titui‘ coinlitioiia, 
but a hinppiM caiuiot ilomaiul that sueii (‘ompotitiou lie itukIp the basts of tatt's 
not 1 pnsoniilily cnniponhiitory wlicii (lie I'lnritn in its own lii’half iIoi'h tkiI clioiC'C 
to moct tlie (‘oiiipotition existing in the teiiitory lUMiUeil. Walei i oiiijiet ituiii 
niriy bo given liy the caniers as a ,}iistilipation foi lates flint ,ne bnvei than those 
othoraise leasniiable unrier noiiiia) eoinlilioiis ami it is also a (iiiii(i[ih' ut liite- 
making tliat ivatei-eoiiipolleti lates, me not to bo taKioi as a gatigi foi lerisomible 
rail rates lo 

This made il. clear, then, tlinl, <t efirrier iiiiglif meet tlie direel eomiie- 
titioii of aiiotlior if it wished, lint the Commission lind no jiowi'r lo 
compel the earner lo do so unless (he rates ealled 111(0 i|nes(ion were 
proved iinreasoiinble, /nr sa' If, however, rides were o'raided lo one 
group of cnsloiiKU's on (he basis of eoiiipe(i(ioii and (lits aetinii gave 
rise to diserimination or einised an iiiidne hindeii 011 other traiiie, thi'ii 
the (fomimssKui could cause the remin.d of such disci itiuiialion or 
burden 

The difliciilty of Die rehilionsliip he(ween the iiiveslraenl tlieoiy 
of rate-nifikiiig and the connn'litive theory is also involved 111 this 
cainieclioii This was very eleiirly hroiight out 111 (he ease of ./, IT. 
Frevman. el a/, r.v, frwiu Ihiyhls Wnln Ci»ni>un]jR ,Mr '('ludeu 
presiding. 'I'liis ease arose out, of a senes of comphiiiils against the 
rales charged by four water eomiiaiiies serving various parts of Santa 
Monica. An e.Xinninatioii of (he situation showed Unit three of the 
companies were not receiving the return to which llic eoniniissioner 
considered fliein entitled, wliile the foiirtli wias getting more than it 
wa.s justly entitled to according to thr .standards of tiie Cominission 
Obviously, it wa.s necessary that all four l•omp^tnIes maintain the 
same rate since tiiey were eoiuiietitive, yet the one rate of charge led 
to nneipuil, and in the oiunion of Mr. Tlieleii, unjust r.ites of retiini. 
No way out wa-s offered, in this iiistnnee, to the highly < omidex problem 
of an equitable rate level for competitive utilities of umujual strength. 
The (Joinraission suggested tliat the ultimate solution wa.s either I'on- 
solidation of all of the corporations under a single private eoneern, 
or municipal ownership. This, of coui-se, left iinfouehed the ubiquitous 
riddle of weak versus strong utilities. The idea of i-ecap 1 uriag eiirn- 
iiigs had not yet been hrongrhf forward, ami indeed, it .still rnvmm 
outside the s]diere of hx'ul utility regnlation.''’ 

Ml rtiM, .■ 318 - 310 . 

M 7 a It. a 41S. .Sen .'lino 7 C. K. (’ .123; 7 r. It. d. 43S; 7 0. II. C. 431. 

i«The dilemma faciiiR the Oaratms'.ien is shewn by a qiietatain fimii the 
opinion itself: 

"If the rates in these e ifieo are jnl|nst(sl mi ibe piini'iplcw usually applini 
in the (‘stablisliment of piibhe ntilitj ntles, while Ihesu Xuur comp.uoes lenuuii 
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A similar situation was faced by Mr. Edgerton iii /•e-AppIieation 
to fix the rates for the service of gas to all of the consumers of the 
Sovtheni California Gas Company; and Ciiy of Los Angeles vs 
Southern California Gas Company and Los Angeles Gas and Eleelric 
Oorporadiond^ The applicant in this instance, namely, the Southern 
California Gas Gomiuitiy, alleged that its rates were unreasonably 
low The Cloniinis.s]on in the opinion rendered in the ca.se, dealt only 
with rates for the service of ga.s to consumers in tlie city of Los 
Angeles and vicinity. 

In Los Angeles the applicant served gas in competition with Los 
Angeles Ga.s and Electric Corporation. Because of these competitive 
conditions Mr Edgerton stated that it would be imjiossible for the' 
applicant to conduct it.s bu.siness with .success if higher rates were 
fixed for it.s .service than those winch the .same day had been fixed 
for tJie Los Angeles Corporation on an nive.stment basis e.stiinated 
to give a return of 8 per cent-*' Hence the rates of the two corpora- 
tions were made tile same. The charges thus established were not 
snflficieut to yii'ld the applicant an adequate return on its investment, 
but the eonunissioncr reeoiniuended that, when it became necessary 
to establish a rate base, eareful consideration should be made to the 
claim of the eoiuiuuiy for an allowance representing development eo.st. 
Thus, ill tins case- tlie Commission did not allow a fair return to the 
wealier of the two competitors but intiniated that at a future time 

in soii.arate n-wiierstups, .a tieterosenons !ni(t miisi miaatlsfactnry ooiulition -will 
result, Wlijle no ilelinite eoneliisions liaio as yet tieen reached ivitli roferenco 
to ratP.s proper to lie clnirged liy each of tliese four companies, the investigations 
thus far conducted liv this C'oimnission tend to shinv tliat (leitaln of these com- 
panies iuo not receiving tlie return to which they me entitled, svliile at least ono 
of them i.s receiving a larger amount than that to svlnch it is piBtly untitled, and 
must expect a reduuiion lu e.sso the.su piocecdiugs are bronglit to a final ter-mma- 
tion. The ie.snlt of such orders would be that sunio of these four companies 
SPisdug in certain cases territory iinraodiately contiguous to territory sers'ed by 
one or more of the other eompanies, would bo ctiaiguig rates either liighar or 
lower tlmn tile lales cliaigcd tiy tJieir neighbora. Proinjited by a n.atuinl desiie to 
icecivo water at the lowest rate, tho eustomein of the company autliorizod to 
eliargu a liighor rate would seek to secure water from tlio company diieatod to 
charge a lower rate, idierebv Ntill further weakening liie business of tlie company 
or comiuinieB whicli me doing poor business, and atiU fuither .strongthoning Iho 
lTU8iaos.s of tlie company or companies which .are doing llui best busmesg. It is 
imswti^Rar.v for me to pur.sue this guliyeet fuither It mast be perfectly obvious 
to any iierson who gives ttiought t(> this question that the only way properly to 
haiidto tlio water .situation in Hanta Monica is to regard tlie entire city as a whole 
and to Insve watei supplied cither by a single private corpoiation, serving tlie 
entire citv or by the citv itself under a municipally owned and operated SYstem ” 
7 (!. R. C, 418, 422. 

It w-as tinue<>(>«sai'y for tlie ftommisiion to decide tho rtifo question at tho time 
becauso Santa Moniea instituted proeecdings to aequire the pioperty of the 
companies and run tilera itaelf. 

w 13 0, If. 0. 742. *0 13 0. li. C. 724 
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the rate ba'se ■would have to be eousidered and Iheii allo'wimee would 
be made for Ibis under the headiiijf of de\eloiim(‘n1^ eosi 

It should be remembered that the i-ates of the Southern Califoi-ina 
Gas Company wei'e, in this instance, beiiiar considered only lor Los 
Angeles, and that Mr, Edgerton jirobabi.y meant (lud (hese eoiisidera- 
tioms .should be kept in mind wlieii the rale base of (he whole eompiiny 
was being delinmiined Under tlio.se eirenmslaiiee.s it might be jiosMble 
for the eomjniny to get n fair leliirn for its biisiiies,s as a wliole by 
making \ii) in non-eompetiti\e territory %\liat it bu-ked of a fair 
return, m Los Angeles ft is therefore evidmit that this ea.se did not 
answer entirely the question of the relationship between tlie niveNt- 
’inent theory and the eonqietitivc theory ubere too eoinpames ore in 
competition iii their eiitiret.y. 

This Kitnation, however, worn faeed in a fleeisioii reiideied by Com- 
missioner Kowell 111 11 eon.soliilatioii of proeeediiiL'’s eoiieeniing tlm 
rate.s charged by the (heat Western J’oirer ('etnpniui of ('ahfoi iini 
anil assorniteil njin/ianirs-' A tliorong-li iiivesligation was made as to 
the value of the jilant of llie Ureal. Western Power used and useful 
in the jniiilie, service. It was found tliat ajiproximately tld per eeiit 
of the gross efeetrie revenue of this eoin[).iny was derived from ter- 
vitor.y lu winch wu'Viee was remlered in eonipefilion with the Paeitle 
Ga.s and Eleelrie C'ompan.v The rab's of the hitter bad been lixeil 
by the Coiniui.s.sion on the nive.slmenl basis and it was now eoiisideved 
impraetieable for the Great Western Power Compriny to make higher 
cliarges where eomjieiition esistisl Tim rales wbieli tins eompiuiy 
wni.s thus forced to adopt, would, it was estimuted, gi\e a net return 
of about 7 2 jier eeni This return the Cmiimission did not consider 
entirely adequate under the operating eoiidifiniis at the tinm of the 
proceedings; yet. in .spite of the im.siilisLietory situation, llie rate 
level wa.s left a.s it was merely beean.se a enmpetilor. tin* I'aeitie Gas 
and Eleetrjo Co,, eonht earn a fair return (<d>out jier cent m this 

case) on an estimated inveNinieiil hrmis. The oIimous infen-nee tn be 
di'aw'ii from tins decision is that where utilities are eompetnig in a 
common field the iiia.i ioiiaii rale that W'ill be allowed is a ''fair return 
on a fair iiivcsiineut” of the most eftleieiit eominia.v 

This eoncln.siou is .supported by a statement made by Coimnis- 
sioiier Martin in another ease iiivolviitg tlie (hrat U'esfem Power 
Oimpani/i 


SI 22 e. &. c. »u. 
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This Corainiasion should, indeed, be .slow to accept the sei-vice or the opoia.tions 
of any single utility as standards against wliioli to measure the porfovmanco of 
all otliei utilities, but in the absence of convincing iea.sons wo ate cleaily not 
justified in allowing to one utility rates liighei tli.au ate necess.-uy to adequately 
suppoit the operations of a similar utility opeiatmg in tho siiino leiiitury under 
practically identical oouditions .22 

It is quite obvious, even where similar utilities are competitors 
under identical conditions, that there must be a difference in their 
returns owiiipc to differences in manageria] ability or other incidental 
factors. According to the above .statement then, the most efficient will 
be taken as the gauge In defen.se of this position the authorities 
would probably urge that a fair return assumes efficient management ; 
that the reward to the most efficient concern under these circum, stances' 
would be the highest return allowed; and that all the competitors 
could receive .such by equaling the efficiency of the one taken as a 
standard. 

1 1 will be seen from thus discussion that the situation arising from 
the method of regulation in California is .slightly different from that 
under the Transportation Act of 1920. According 1,o this act the 
Intorslale Commerce Comm].s.sion is required to presciube rates winch 
will give a fair return on the aggregate property of railways operating 
within a given area. This provision was an endeavor on the part of 
CoiigTe.ss to grapple with the wca,k-and-strong-road problem : to Iteep, 
that is, the strong roads from getting too high a return because of 
the necessity of Iceeping rates up in order to prevent the Aveak, yet 
nece.ssary lines from going into hankrnptey. 

It is apparent. hoAvever, that the two situations are decidedly 
similar. In each ease some company is earning less than the reason- 
able return which, theoretically at least, is the amount the authorities 
consider necessary to induce capital to enter the held. Although, so 
far a.s the wealc companies are concerned, neither the California Rail- 
road Conimis.sion nor the Interstate Commerce Commission®® is ham- 
pered, legally at lea.st, yet neither has offered a method wffiicli Avill 
secure to Aveaker corporations, essential to the communities Avhicli 
they serve, an adequate or reasonable return. Wherever competition 
exSts’^and is allowed to continue there will always be a difference in 

^ -sj, W. Flaiin-c)'}/, at ah, vs. Great Western Power Company of California, 
23 C. E. C. 8S3, 857. Tliis case involved a complaint against the rates for steam 
heating service charged by the defendant m San Francisco. The rates for the 
samo service by tho Pacific G-as and Eleetrie Co. had been lowered, and tho Ooni- 
inission eompellod the defendant to lower its rates because of the competition of 
this eonipiiny. 

See IJbcon, F. H., Mailroads and Government :2Z4;. 
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earning power, ui Cahi'orjiia this will mean II 111 I all lielow tlie most 
efficient will gel less than a reasoiiahle return ; in intcrstati* eoiiiiiim'e 
all below the average will clo likewise Iiieulentally, the clifllnilty is 
doubly aggravated by the fact that not only are the weaker eoiieerns 
earning less than a reasonable return, hut they are earning less than 
a return wliieii is rea.soiialile to the more ettieieiil eoinpanies. 

From the standpoint of [nihlie jioliey it seems desirable Unit eonipe- 
tition should be eliminated, wherever ])i aetieable hy encouraging' eon- 
solidation, or i£ legally possible, hy eomjielJing it This, howevrr, iloe.s 
not solve the problem in situations where it is not ]uissil(lt“ to eliminate 
competition Where the latter is the ease, sound fioiiey diefati's that 
«u attemjd should ho iiiude to allow the am .hm/i y utilities a fair 1 ci urn- 
The arg-iinient may be advanced lliat tins wonhl encourage iiieClieieney 
It should be remembered, liowever, that the authorities linvi' the jiower 
to decide wliat constitutes a neces.sary utildi, an<l, iti addition, their 
.judgment as to efficiency of management ma.y ndlnenee, within the 
limits of the law, the return allowed We have seen how the California 
Commission lia.s done this very tiling. 

The policy just suggested is not to he interjireled as iinmiiing Ih.il 
every utilit.y oiieraling under eomjielitive eon<iitions ‘■lionld he given 
a fair rclnrn. Only the necessary utilities which render adeijiiate 
service with rensoiuihlo effieieney should he safeguarded. A emieern 
not mea.suring up to the.se standards would therefore liav(> to meet 
the rates of what the authorities eoiisnlered to he llie “nunginar’ 
concern. 

The jirecedmg remarks ajijily, in California at least, to pricaie 
corporations only. The rates charged to eonsumer.s hy mnnieipaOy 
owmed utilities 111 California are not siihjeet to the control of the 
Commission-* (ffinsequently, where competition prevails helweeii 
priv'ately owned and miinieiiially owiii'd utilities, as for exuiujile, m 
Los Angeles and San Francisco, the Commission cannot see to it that 
a neees.sary private utility earns a fair return if the rate.s of the 
mmiieipal competitor are .siieh as to {ireveiit it. Since nunueipal 
concerns are lax exempt, and .siiiee the rates charged do not legaUy 
have to give a fair return, the situation contains eleineiils of ditliiV'iilty. 
At the pro, sent time (HKll) thi* {'oiuinis.sion is powiM’les.s to act. With- 
out venturing far into thi.s controversial field one might iiazard the 
opinion that the sohition to this problem is to place all iitilitu’s nuder 
the control of the romiuissioii. This hmly could then pursue a far- 

2t Art. XI, Kw'. 19, Owisliliitum of Cidifomia; see idwi n-Sinif/irm Cahfoinm 
Sillion, 21 C. B. a S9.I. 
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sig-htecl policy ivitliout being- hampered by the actions of concerns 
outside of its control 

There are two other distinct limitations on the powers of the Cali- 
fornia Commission to control rates and competition. The first limita- 
tion arises from legislation concerning automotive transportation. 
Where an auto .stage or truck company oiierates exclusively within 
the limits of an incorporated city or town or of a city and county, 
provided .such concern is not part of a street railroad corporation, 
the state aiithorities have no .pirisdietion Consequently it is possible 
for local autliorities 1o permit eompelition with a utility imder the 
control of the C-ommission 

The second limitation of powei-s arises from the conflicting juris' 
diction of the Inter, state Commerce Goinmis.sion The expansion of 
the powers of the latter liody, a familiar .story to all students of 
regulation, has reduced materially the jimvers of the State Commi,s- 
sion The Califomia Commission of course still ha.s exclusive juris- 
diction over purely intrastate matters, but in the ease of railroads, 
for example, this amounts to little more than dealing with problems 
of local discrimination. Even then the decisions must not conflict 
with the policies of the federal authorities. This fact in turn restricts 
the discretion of the State Commi.ssioii in regard to local transporta- 
tion since most of the local oaiu-iers compete directly or indirectly 
with interstate carriers The most im'porhant motor-bus companie,s 
have extensive interstate commerce, and some of them are even inter- 
national in nature. As a result of this conflict of authority, the 
California body ha.s been reduced, in fact, to a “public utility’’ 
commission.-’ 


-’3 Ttio Supreme Court of California lias ruIe<T that the juriadietion vested in 
the Oalifoinia Tlailroad Commission, cither under the direct pronsions of soctiona 
22 and 23 of article XII of the state Constitution, oi of statutes enacted by the 
legislature pursuant thereto, is restricted to the regulation of public utilities ivluch 
are privately oivned, and does not include the operations of utilities by public 
coxTiorations. The Comnus-sion has no jurisdiction, for example, over a complaint 
that a municipality is opeiatiiig an auto stage lino outside the corporate lunits 
of a city, without a certificate of public convenience and necessity (Colman vs. 
Montebello, 24 0. B. 0. 930, 931). 8po Pasadena vs Jladroatl Cumims.siou, 183 
Cal, 256 (1920). 

Statutes oi California, 0 213, see. 1(c); Public Utilities Act, see. 3(/i), 
and seei 2%(1>). See. 2(h) says: “The term ‘street railroad ooipuration,’ when 
used m this act, includes every corporation or person, thoir lessees, trustees, 
receivers or trustees appointed by any court -wlintsoover, owning, controlling, 
opeiating or managing any street lailroad. for compensation within this state, 
or owning, controlling, opoiating or managing as part of oi m conjunetion with 
such street railroad any automobile, jitney bus, stage oi auto stage used in the 
business of transportation of persons or property for compensation over any 
public highivay in this state between fixed termini or over a legular route.” 

27 No serious conflict has yet arisen between the California and the federal 
authorities over the interstate activities of utUitios. The emorgeneo of such a 
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Market Competition 

Market eoinpelition arises from the fact that ciistoiriors of a Irans- 
poi’tation company compete mth other people for the pm-ilego of 
selling' Iheir commodities in the same market As a result, the com- 
pany concerned ol'ten finds it necessary to grant siieeial rates to the 
consumers of its service, who are engaged in tins competition This 
necessity may arise from one or both of two causes, very often, if the 
company does not accord s|)ecial rates it will not be able to secure the 
traffic; or the com]niny may be desirous of building np an industry 
jiithin its tei'i’itory from which it liopes to derivi' considerable business 
at a. later date Circnm.stancp.s like these have had a \ery strong 
influence on freight rate .striietnres both on this continent and in 
Enro])e ““ Railroads have also used their rales to assist certain centers 
in which they had a particular Interest 

It is epnte easy to see that, by following the principles enunciated 
above, transportation companies arc able to exert great influence on 
the development of communities Such discretion in the hands of 
private corporations may be considered somewhat dangerous; at 
least it has been deemed wiser to place it in the hands of the legisla- 
tive authorities or their delegates. Consequently, public utility com- 
missions hai'e from time to time been compelJod to rentier decisions 
as to rates applying to eoiiditions of market competition. This lias 
usually taken the form of preventing nni'easonable discrimination. 

This point is illustrated by many decisions rendered in California, 
one of the earliest being that concorimig the question of certain freight 
rates charged by the Southern Pacific Company and the San Pedro, 
Los Angetei: and Salt Laic Bailroad Company between Los Angeles 
and Sail Pedro. '" The Board of Harbor Coramissionei'.s of Los Angeles 
called into question the reasonablene.ss of certain freight rates of the 
defendant railroads on the branch lines between San Pedro mid Los 
Angeles. Distributors located in San Pedro and in San Diego were 
competing for a market for biLsinoas in Los Angeles. A lowering of 

(liffieuUy, howevei, is obviously only a matter of time. Tlio problem lia.s*^aiiseii 
elsewhere. See ISiyhth Annual Report of the Fedeial Powei Oonimissioii, 1928. 

S'? Seo Eipley, W Z., op. cit , Aewoitli, W. M, Jilemeni.i of Railwai/ I! co no lines; 
MaoGibbon, D. A , op. oil. 

20 Por example, one reason for the blanketing of transcontinental ratws as 
far west as Missouri Hiver points was the (le.site of the laihoiula to the west to 
build up the middle west centers See Jones, Eliot, op. oil. 

80 1 C. It. 0. 45, Board of Karhoi Cnmmissionei's vs. Southern Pacific Co,, ct al 
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rates from Fian Pedro to Los Angeles, a distance of abmrt twenty-four 
miles, would necessitate a corresponding lowering of rales from San 
Diego, a distance of about one hundred and twenty-six miles, if the 
rival interests located in this city were still to be able to compete with 
those in San Pedro. The Railroad Commission decided that market 
competition wa.s perfectly legitimate if the granting of competitive 
rates did not cause diserimiiiation. In view of the fact that the roads 
from Sail Pedro to Los Angeles earned an luiusiially large amount 
of traffic it seemed evident that lower rates should be charged there 
than on the longer distance of one hundred and twenty-six miles, 

The stand (aken by the authorities in this ea.se was that, while 
market competilioii must be an influential factor in rate-making, it* 
does not .seem tliat it should be allowed to work deliberate discrimina- 
tion a.s between communitie,s. Rather should it be used for the purpo.se 
of permitting various localities to utilize the natural advantages which 
they possess. 

Some time later a somewhat different situation was presented 
in Macey Loake, et aL, vs Northwestern Pacific, Railroad Company. 
The complainants lu-ged that the rates of the defendant on pine and 
rongfh oak-wood ivere unreasonable, unjust, and di.scriminatory, on 
the ground that rates on the same commodity carried by the Western 
Pacific from other producing areas were considerably lower.®^ This 
was a case of different wood-prodiieing areas competing for the market 
ai’ound San Pranei.seo Bay. The two railroads in question, namely, 
the Western Pacific and the Northwestern Pacific, did not serve the 
same teiTitory so it was not a question of competition between these 
two companies for the .same traffic Nor did the complainants urge 


31 ‘<Tlie disfaaee from San Diogo to Los Angoles over the Santa Jfe Railway 
is one hundred and twouty-six miles, and tho distance between San Pedro and 
Loh Angoles over tho Southern Pacific lino is twenty- four Hula’s, vet the rates 
for these two movements is today the same. It is urged that although tho Santa 
Pe at the piesenl time for this one hundred and twenty-six mile haul from San 
Diego to Los Angeles meets the ra.tes of the Southern Pacific and Salt Lake 
from Sail Pedro and Los Angeles, yet should the rates be reduced from San Pedro 
to Los Angeles below thoir present .amounts the Santa Pe mil not meet .such 
reduetioii, and ships instead of landing at San Diego would land at San Pedro. 

sympathize with any oomniunity which, by reason of the piactices which have 
been pi,emlent among railroads m%he past, has relied upon the maintonanco of 
unnatuial conditions. No other lailroad piactice, in our belief, has wrought as 
much harm to the railroads l.heniselves as the pract,iee of attempting by an unduly 
preferential freight rata to afford a community advantages which its natural 
position does not afford, or by an unduly oppressive rate to deny some other 
community advantages which its natural position entitles it. We say that these 
practices have worked lianii to the people in general, because they work an 
economic waste,” — I1)id.;i9. 

82 6 0. a. 0. 767. 
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that there was discrimination as between the rates on the defendant 
railroad itself The dissatisfaction arose out of the contention that 
they could not compete with producers on the Western Pacific. In 
other words, the complainants wanted the Commission to compel the 
defendants to accord them lower rate.s because of market competition 

In his decision Mr. Iioveland took the stand that the functions 
of the Commission were to prescribe just and reasonable rates for 
movement over the particular line of railroad involved, and, in so 
doing, it could not undertake to eiiualize market conditions. The only 
•power the Commission possessed, he said, was to prevent discrimina- 
tion which would arise, as between shippers, from the fact that the 
railroad itself voluntarily gave rates m order to enable some of its 
customers to meet market eomiielitioii 

This stand was re-affirmed in the decision on the complaint of a 
nnmher of pottery ivories in South San Prancisco, Oakland, and East 
Oakland against what ivere alleged to he discriminatory practices on 
the part of Iho Southern Paeifie Company. In this instance the 
chambers of eoinmerce of Oakland and San Erauciseo sujiiiorted 
the complainants The latter claimed lhat owing to market competi- 
tion the rates eliarged Ihem hiiKlercd Ihem in their competition, m 
various places in California, with factories Ineated at Lincoln, lone, 
and Los Angeles it \va.s argued by the complainants that, because 
of unfair carload-rate adjus?inents as between clay and clay products, 
the factories at Lincoln, lone, ami Los Angeles had an nucliie market- 
ing advantage •'* Hence the Commission was asked to redress the 

M G C. E. C 582. 

'll As an cMiinplc of this the comphiiiiimts g.ave the following illuatiation; 

“It IS contended in this legaiUt that the eiirlond commodity latcs on thiy 
pioduets do not beai a proper iclation to the eailoiid lates on clay fioiii Lincoln 
and points on the lone branch of the defendant to various points and that, as a 
result the mannfactiireis at Lincoln and loue have an iiiidiie advantage over the 
compilamants in marketing their pioduets This disadvantage and the lesnltmg 
diseiinnnation on the complainants urged is evidenced by the fact that the aggre- 
gate of Iho trim sport a I ion chargra on the clay shipped into Ihcir tacliirics and on 
the manufactuied products .shipped thcnco to markets exceeds tile carload latca on 
the clay pioihicts from the Lincoln factory to the same iiiaikcds. It is said in 
this connection that duo to a. shrinkage of a,ppio.xijnately 25% in the clay in 
the process of inaiiufacturo that it lequircs 2,606 pounds of that material to 
maniif acini 0 one ton of clay products, and at the present rate of per'*ton 
on clay in e.ar]ond lota from Lincoln or lone the tranapoitation expense on this 
amount of niateiial to South San Francisco is $1.13 and as tlio carload rate on 
tlio finished product thence to San Piancisco is .500 per ton, tlio aggregate trans- 
portation expense incident to tlic marketing of a ton of olav proiUictn in San 
Francisco is $1 63, whereas the manufacturer at the Lincoln factoiy is required 
to pay but .$’1 23 pee ton for the service of tiansportiiig its manufactured products 
from its factory to the same market. It is contended therefore that the South 
San Pi’nnciseo factory is at a lato disadvantage of 38e per ton on its manu- 
factured products in the San Francisco market oonipn.rcd with the Lincoln Factory 
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gi’ievance. The CommisHioii decided that it waa not empowered to 
equalize economic conditions of manufacture hj" rate adjuslmeuts, 
or io balance the transportation rates of shippers in localities not 
similarly located in regard to markets, or sources of supply of raw 
materials used m manufacture, m order to facilitate the competition 
of producers and manufacturers in marketing centers 

It can readily he seen that the attitude of the Commission in the 
cases discussed was that rates based upon market competition might 
be voluntarily established but they could not be compelled. When 
such rates have been put into effect, however, the regulatory body has' 
then the right and the duty to proven! discrimination. 

The very reverse of tlie above situation was presented in a series ' 
of proceedings involving' the Southern Pacific Company, the Western 
Pacific Company, the Atehi.son, Topeka and Santa Pe, the Sacra- 
mento Northern, and the San Praiiei.seo-Sacramento, the question 
being the differential on cement pi'oduecd in different areas but com- 
peting for a market in Sacramento,'" The controversy arose out of 
the proposal of the Southern Pacific to grant reduced rates on cement 
to Sacramento and points north and east thereof, from plants at 
Davenport and San Juan which were situated south of San Francisco 
and about 175 miles from Sacramento. This was to enable these 

plants to compete more favorably with plants situated at Cement and 

0 

Cowell, ea.st of Sacramento about 58 miles on another line of the 
Southern Pacific. Thus the latter plants had the advantage of situa- 
tion to the extent of about 118 miles. Under the existing rate schedule 
the differential as between the northern (Cement and Cowell) and 
southern (Davenport) groups was $1.50 per ton in favor of tlie 
shorter distance. The proposed rates would have reduced it to $1 .00. 
The Pacific Portland Cement Company operating at Cement opposed 
the reduction in the differential and maintained that the rates it was 
paying then ivere too high. The latter compa,ny was not willing to 
sacrifice the advantage it held in regard to the large eonsunung terri- 
tory of the Sacramento Valley. The Southern Pacific claimed that its 
rates from the northern mills were reasonable, and its proposed rates 

r- 

due to tho impiuyer relationship existing hetween the piesent rates on clay and 
clay products. ” 

ifiSd. JYote, — In the case of day factories situatoil at Lincoln and Tone 
there ’wa.'i no necessity of transporting the clay since this material was olitained 
at these places. South San Ifranciace had to secure thoir clay for manufacturing 
purposes fiom a distance. 

35 ItiiJ. ;5S6. See also S. F. Chamber of Com. vs. ft. P. Co., 11 0. R. C. 807. 

3“ 23 C. R. 0. 568, Paoifia Portland Cement Co. v. Southern Faoifie Company. 
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from llie soiitlicrn mills were less than reasonable, but neeessary to 
make eompelilion possible 

In deciding the case the commissioner ri'iiiarlied • 

It js well loeogmzpd tliiit a earnei may, la its own nitercsl, pnbliali rates lower 
than could bo loquirerl of it by any loguliitory biidv, but in so cinmg it is chaiged 
with Uio dnty of seeing that the rales aio not nnduli disei mimatoiy and cast no 
iindiiu buiden upon otiicn eoinmereo In otliei winds assmmiig that the existing 
latoa fium the nurtliern nulls arc loasimable, and they have not been shown to 
bn otheiwise, tho propnseil lales do not enlirely itlleet the difleienee in opeuUing 
and otliei tianspoitation eonililioiis. between tho Ivvo gioiips of nulls 'u 

A dillVrential of $]."20 per ton was fixed us reflectmo more nearly the 
dillerence in ti’ansportalion costs At tho same time it was thought 
that this would preserve to the norlheru mills their advanlage of 
location, while still gn'ing’ to the people of the Saerainenlo Valley 
Ihu advantage of wlialevor coin]ie1ition was possible between two pro- 
ducing lerritones, -when a dilVerence of rates pi'evailfil.'*'^ 

hlarkel conpietition m.iy also caiisi' carriers to grant siiecial privi- 
leges to ceitain slipipers in onler to enable the latter to compete. The 
“Milling in transit,’’ concession arises from Uiis eanso. This is given 
to permit the movement of raw material to, and of iini.shcd product 
from, the milling- iionit under a total charge eipial 1o the through 
charge on the fini.shed proditcl from the point of origin of the raw 
material to the point of coiiiiiimption 

The California Comuu.ssion aclnutted the right of the carriers to 
make such rales in re Athers Brothers Milling Cviiipang vs Southern 
Pacific Company, Atchison, Topeka and S'anlu. Fc Bailwaij Company, 
North, western Pacific Biiilruad Conipantj, and Western Pacific- Bail- 
road Company.'^ In iMs case the complain aiils called into question 
1,he nulling-in-transit privileges exleiidetl to the shippers of gram 
products by rail carriers witlmi the .slate of California on interstate 
busiues.s. Prior to the federal operation of railroads no millmg-in- 
transit privileges had been granted on grain and gram products m 
California intrastate business. The.se conce.ssions were made, lioivcver, 
after the war, and in addition the earners granted voluntarily out-of- 
line-haul transit privileges to places like Stockton, South Vallejo, tmd 
Los Angeles. 

•n Ibid -574. 

ss Tho Interstate Commoiee Coiiuiiission has continually nuuntained tliat latoa 
should always bn sueli as to x'loservo to a, x>lare its n.itural advantages. See 
H.iinmond, M, B., op, rif, :291f. See also Fac. Portland Cement Co., 19 
0 E. C, S64. 

TO 20 C. E, C. 723. See algo Calif. Tfawamn M. Co w. F. Co., SI C. R. C. 559. 



108 University of California Fuhlicoitions in Economics [Vou 10 

The Commission rnled that the carriers were within their rights 
in according these rates but that they could not show discrimination 
in so doing Consequently, it ordered the defendants to grant inilling- 
in-transit privileges to all points reached by an out-of-liue-ha,ul of 
one hundred miles radius and to malm reasonable charges for such 
a haiil.^" 

The theory of the California Commission in regard to rates based 
on market competition is that they may be voluntarily accorded by 
carriers provided that those rates at least cover out-of-pocket costs, 
either directly or indirectly, that thej' do not overcome the advantages 
to Avhieli a community’s location justly entitles it, and do not create 
discrimination as befween individual consumers mid producers. At 
the same time the authorities have steadily maintained that they 
cannot compel utilities to accord rates to their eonsumei's which will 
enable the latter to engage in or continue competition;^’- but if rates 
are granted which are below what a rate-malung body could prescribe 
a.s just and rea.sonable then the latter can compel an equal treatment 
of all consumers, thus preventing diserunination. This altitude has 
been consistently adhered to from 1911 doivn. to the pre.sent day.'*'-’ 

The case.s we have examined in regard to market competition have 
dealt purely with transporlation companic.s. No decision.? have been 
found in which other utility rates were^fixod on the same basis. It 
is quite conceivable however that an electric or a gas corporation 
might desire to accord special power rales to a particular customer m 
order to assist him in competing with a rival in a common market, 
which rival has lower power charge,? than the competitor in question. 
Under the.se circuinslances it seems safe to say that the Commis.sion 
would allow special rates to be gTantcd on conditions .similar to those 
under which it has permitted special transportation rates. 

The theory and practice of the California Commission in regard 
to competitive rates is quite in accord Aviih that followed by other 
rate-making bodies. The Canadian Board of Railway Commi.ssioiiers 
has held that authority to equalize geographic, ehmatic, or economic 
eouditioiis is not granted by Canadian statutes; that it is m the dis- 
cretion"of the railway whether it shall so adjust it,s rates as to equalize 

40 Poi- (liseussion of tlio i-levclopniciit of tliis 8y.?tein of rate-making in uitorstate 
eommei'ce seo Bipley, W Z., op cU :402 f. 

n Sob Dailey vs. San Diego # A. My. Co., 27 C. E. 0. 5; Picdra Moot: Go. vs. 
8. P. Go., 21 C. E. a. 895. 

*2 Seo Union, Moch Co\ vs. A. T. 4' 8 . Ff My. Co., 32 0. E, G, 288; Union Mock 
Co. vs. 8. F. Co. 4 P. a. My. Co., 32 O. B. C. 291; Phelps Dodge Go. vs. Direotor- 
Gencml, 57 I. 0. 0. 714. 
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the oflects of market competition, but when a railroad ha.s voluntarily 
met such competition then the board can compel ad.pi.slments so as 
to prevent discrimination.'’ Similarly, the Wisconsin Commission ha.s 
recognized the fact that wherever eompetilion prevails traffic must be 
accepted at any ivate which will at least cover the extra cost, but at 
the same time the.se charges must not cause discrimination “ 

The influence of market competition oii the rate practiees of rail- 
roads and on the decisions of the Interstate Commerce Coininission 
ha.s been so great that it ha.s modified the whole rate structure of the 
.United States. The huge and eiidle.ss job which tlie federal body has 
faced has been the prevention of di.scrimination ari.sing as a result 
, The Act of 1020 made it jiossible for the Interstate Commerce Com- 
mission to deny the carriers the right to grant rates to meet any 
.sort of competition whatsoever if those rates wore not of themselves 
“rea-sonably compensatory ” Moreover, no rates propo.sed by rail- 
roads may give undue preference to any person, locality, or particular 
description of traflle 

Long and Short IIauu Piunciple and Tr-Anspoetation Ciiaroes 

Since the prohibition of the violation of the long-and-short haul 
principle is embodied in the constitution of the state of Oahfornia, 
therefore, from a constitutional as Aveli as from a practical standpoint, 
distance is a factor which must be given careful consideration in 
detennmmg either the rea.sonablcness of a rate taken by itself or 
in its relation to other points. It is equally well established that 
distance alone is not the controlling factor. Conditions may arise 
which are in thera.selves siiftieient rea.son for tlie Commission to allow 
the violation of the distance principle in the making of railroad rates. 

The most important set of ca.ses dealing with the application of the 
long-and-short haul provisions of the .state Constitution and the viola- 
tion thereof comprised those decided by Commissioner Loveland on 
June 19, 1916. In these eases the whole situation was dealt wflth most 
thoroughly and they set the precedent for the attitude of the Cali- 
fornia body.''" 

«McGibboii, D. A., op. eit -156-161. 

P. L., op. eit; 135. 

lo See Ripley, W. Z., op. oil. 

‘10 'Uo- Application of the Southern, Fam-fia Company for themselvee aad on 
behalf of earners parties to Tariff Buieau, for relief from the Long and Short 
haul provi.sion» of Section 21, Article XU of tho Conatitiition of Califoniia, and 
Section 24(a) of the Public Utilities Act, relating to Intermediate Class Bates 
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The applicants asked pevmission to continue- the violations of the 
Constitution and the Public Utilities Act which their tariffs contained. 
As wc have already seen the Railroad Commission has the power to 
determine the facts of each case and to decide whether such violations 
are to be permitted or not. Mr. Loveland maintained that it wa.s the 
duty of the Commissi on to determine two things- 

(1) the canes wherein discrimination might be permitted, and 

(2) the extent of .such di,seriminat30ii. 

Tn deciding the ea.ses before him the Commissioner aiinouneed that Ins 
opinions were based largely on "the expediency of continuing a 
situation with re.spoct to traffic conditions whicli is the re.sult of 
endeavors upon the part of carriers to meet changed conditions in • 
then- own interest as well as the sometime divergent views of 
shippers,”” 

Violations of the long and .short haul principle were allowed for 
six distinct rea.sons - 


1 Water competition — 

The evidence showed that water competition was a very influential 
factor in rate-making in California and that a highly irregular system 
of rates had been the result. The four principal regions in which 
there wa.s water competition in California were: the Pacific Coa.st, 
San Francisco Bay, the Sacramento Valley, and the San Joaquin 
Valley, Tn all these region, s navug-ation eompa,nie.s operated and rail- 
road.s were compelled to meet the rates of their water competitors 
at all points affected by water competition. This necessitated the 
violation of the long-and-short ha,nl principle, since it was quite 
impossible for the railroad.s to operate throughout their entire systems 
on water-compelled rates. 


ill excess of rates to moie distance points, 10 O. E. C. 354, case 214-A; Applica- 
tion of Atchison, Topeka and Santa Ee BaJway Company, 10 C. It. 0. 368, ca.se 
214-B; Apiilioation. of California Navigation and Improvement Company, 10 
C. it. C. 377, case 214-C; Apphca.tioii of Calif oi-nia Tranaportation Company, 
10 0. R. 0. 382, ease 214-1), Application of Southern Paeifie Company tor them- 
selves and on behalf of carriers parties to Tariffs of the Pacific Pieight Tariff 
Bureau for relief from the Long and Short haul provisions of Section 21 of 
Artwlo XII of tho Constitution of California, and Section 24(2) of the Public 
Utilities Act, relating to Iiiteiniediate Commodity Bates in ci^cesa of rates to 
more distant points, 10 C. B. 0. 387, case 214-E; Application of Atchison, Topeka 
and Santa Pe Railway Company, 10 0. E. O. 396, ease 214-P; Application of 
"Western Pacific Railway Company for relief on both Intermediate, Class and 
Commodity Bates, 10 0. R. C. 403, ease 214-G; Appliciition of Northivestem 
Pacific BailroaA for the relief on Intermediate Class or C-ommodity Rates, 10 
0. E, O. 406, case 214-H; Application of Petaluma and Santa Elosa Railway 
Company for the relief on Intermediate Commodity Rales, 10 0. B. 0. 412, 
case 214-1. 

it 10 0, B.. C. 354, 357. 
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It will not be nece&sary to discuss all the ad.iustment.s that were 
made by Mr, Loveland because of water competition ; one or two 
examples will suffice. 

The clas,s rates maintained by the Sonthorn Pacific Company from 
San Francisco, Oakland, and Richmond, all on San Francisco Bay, on 
the one hand, to Stockton on the San Joaquin River, a, distance of 
91 miles, on the other, were : 

10 10 9 9 7 7 6 5% 5% 5^1 

The high intermediate point wa.s Banta, a distance of 74 miles from 
San Francisco The corresponding rates to Banta were. 

17 15 14 12 11 11 8 8 7% 6 

The railroad defended these rates on the ground that its low .scale 
of rale.s between San Prandsco and Stockton wa.s the same as the 
rate.s published by the California Transportation Company and by 
the California Navigation and Improvement Comiiany, lioth operating 
a line of boats from San Francisco Bay to Stoektnn. This necessi- 
tated also the blanketing of rates from San Francisco, Oakland, and 
Richmond to Stockton. Mr Loveland fouiul that the boat lines oper- 
ating on San Pranci.sco Bay, the Sacramento, and the San Joaquin 
rivers, were able to eonlrO'l rales to Stockton and to contiguous point, s 
and lie allowed the violations to continue. 

Another example may be found in the competition of the Pacific 
Coast Steiuiisliip Company, North Pacific Coast Stoainslup Company, 
Pacific Navigation Company, and other steamship hues and their 
rail connections operating between San Francisco, Los Angeles, and 
other points in soiitbern California, through the port of San Pedro. 
The steamslup lines published class rate.s to San Pedro and through 
class rates via rail and water to points in southern California. In 
this connection Mr. Tioveland remarked : 

There can be no doubt from the evidence Hubinittod tliat. tlie water eompetition 
between San. Fianciaco and San Pedro is both active and contiolling and that 
the rail rates between the poits and points eoidigunua tlieieto liavo been estab- 
lished on a lowei .scale than, they would otherwise have been weie it not foi the 
effect of this water eompetition *» 

2. Potential water competition — 

Not only actual water competition, hut also potential water compe- 
tition have been allowed in excuse of violation of the distance principle 

-te ibid~sez. 

<«' IhW. :300. See also tian Franoiseo Claimber of Commeivr vs. Southern 
Facifio Company and McChtid Mimer Kadroad Company, 11 C. K, 0. 867. 
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in rate-making'. Carriers have often been forced to accord low rates 
to meet water competition, 'vvliieli competition has .subsequently di.sap- 
peared. But ho long as the waler facilities remained the po.s.sibility of 
competition recurring wa.s ever present if rate.s .should be rai.sed 

The Northwestern Pacific fiailroad Company had been according 
a joint rate of ijil .00 per ton on carload cement from points on San 
Francisco Bay to Petalnma while the high intermediate point, Novato, 
was paying $1.30 per ton The rea.son given for thi.s violation was 
that the rate to Petaluma was first published to meet actual water 
competition. The boat-line service was subsequently abandoned but 
the competition was still potential at the time of the application. The 
Commission considered this sufficient reason for allowing the discrim- 
ination to remain and quoted decisions of the Interstate Commerce 
Commission as authority for a similar ruling. 

It should be noticed at this point that the federal bodj^ abandoned 
this stand at a later date. In. 1919 it reversed its previous attitude 
in the Memphis-Southwestern ca.se by denying the right of the carrier 
to depart from the Fourth Section imless water competition actually 
set the depressed long-haul rates. This principle was embodied in 
the Act of 1920 whieli forbade the granting of Fourth Section relief 
because of "merely potential water competition. 

3. Mart haul — 

The Commission received a number of applications by the rail- 
roads for permission to violate the long-and-short haul danse m ca.sos 
where the longer roads were compelled to meet the competition, at 
various points, of roads having a ranch shorter haul. For example, 
the class rates of the Southern Pacific Company from Los Angele.s to 
Lindsay, a di, stance of 235 miles, were as follows: 

70 60 49 44 40 40 28 21 18 14 

The Atchi,son, Topeka and Santa Fe Railway Company also operated 
between the same points but its distance was 411 miles In order to 
secure traffic between the two cities it was compelled to adopt the 
charges of the company with the shorter haul. The high intermediate 
point of the Santa F6 'was Kramer, 174 miles from Los Angele.s, and 
the rates to it were : 

78 66 56 50 44 44 -33 28 23 19 

BO lo'c' B. C. 400, 

Vaiidorblno and Burgess, Jtailroacls; Hates, Service, Management :165-106. 
See also Murfreesboro Board of Trade vs. Louisville and NashvUle liailroad 
Cowgany, 65 T, 0. 0. 048. 
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The Santa Fe was allower] to violate the distance principle in order 
to meet the competition of its short-line rival, on the tlieory that the 
short-line competition was the controlling; factor. 

4. Long haul-- 

Just the reverse of this situation wa.s shown in ihc Apphcahon 
of the Petaluma and Santa Bosa Bailway Company for relief from 
the long'-and-short haul provisions. In this instance the applicant 
had. filed tariffs charging higher rates to intermediate points, but 
asked to be excused from compliance with the law, although it was 
the short-haul carrier serving territory in competition with a carrier 
^operating over a more eirciiitous route. The Commission stated that 
ordinarily it, would declare that the short line meeting the rates of a 
long line at common points would have to make such rates at inter- 
mediate points. 

An exception, however, was made for the Petnlnma liadway. It 
was found that the latter was a short line of only 30 5 miles, in that 
distance it had some 45 freight stations; and it, gave a very efficient 
and high-cla.ss .sendee which w'a.s especially beneficial to the farmers. 
In addit.ion, the Petaluma Raihvay was the weaker of the two lines 
and was .solely dependent upon this small mileage for its entire earn- 
iug.s. Consequently, Mr, Loveland deemed it m the mtero.st of public 
policy to allow the violatiomi to remain. 

5 Higher expenses nt intermediate points-— 

The railroads offered water competition a.s one of their excuses 
for longer rates to .some places than at intermediate points on the 
same line But some of the water competitors of these same railroads 
also asked to be exciiseil from compliance with the distance iirinciple 
in certain ca.ses. This w'a.s the request embodied in the applications 
of the California Navigation and Improvement Company and the 
California Transportation Company for relief from the long-and- 
short haul provi,sions“ 

The California Navigation and Improvement Company maintained 
lower cla.ss-raies from San Francisco to Stockton than to intermediate, 
points and defended this action on the grounds that the twminals 
furnished the biiUc of the tonnage; the operation of the boats was 
more difficult, and the cost of operation gi-eater at the intermediate 
points. The reason for the greater expen.se at the intermediate points 

M 10 0. B. C. 368, 373. 

SI 10 0. B. C. 412. 5110 C. E. C. 377, and 10 C R. 0. 382. 
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■was that the landings were more difficult to reach , many of them had 
no wharves, -while others were located away from the direct routes of 
the boats. 

Another reason given for the violation was that, beginning ivith 
1892, competition between steamboat lines on the Sacramento and 
San .Joaquin rivers had been very severe. Tlic competition wa.s for 
the bulk businc.s.s of grain, flour, and milk stuffs bet, ween the terminal 
points of Stockton and San Francisco, Even while the application 
wa.s pending ‘'tramp” vessels had invaded the field during the heavy 
shipping season This competition had forced down the rates 
between the terminals but had not affected the intermediate charges. 
The Coniniission stated that these rea.sons were sufficient for the" 
continuation of the violation of the long-and-short-hanl clause. 

6. Market competition — 

Another cause for the violation of the long-and -short principle m 
rate-making is mai'ket competition. Producers situated in different 
localities but marketing their goods in common centers often find that 
transportation charge.? are the deciding factors in then* competition 
Under these circumstances transportation companies find it neces.sai*y 
to accord special rates to certain customers in order that the latter 
may bo able to remain in business, and that the tran, spoliation agency 
may be able to secure the traffic 

This factor was emphasized by a number of companies concerned 
with the decisions we ai-e discussing and they asked exemption from 
the long-and-short haul on that basis. For example, the Southern 
Pacific Company wa.s accorded a non-intermediate rate from Floriston 
to Los Angeles and San Pedro of 27i^ cents per one hundred pounds 
on paper-wrapping a.nd tissue in caidoad-lots, to meet a rate of 17% 
cents per one hundi’ed pounds accorded northern paper mills by water 
carriers from Portland, Oregon, to San Pedro, publi.shed by the San 
Francisco and Portland Steamship Compauy.“° The Commission 
allowed this exception on the ground that carriers were permitted to 
meet market competition and quoted a number of Interstate Commerce 
Commission case.s as precedents for the decision. In CorparatioH 
Commission of New Mexico vs. the Atchison, Topeka and Santa Fe 
Bailwaij el al., 34 I. C.C. 292-301 the federal body had stated : 

Tlieae did not operate on a regular schedule and therefore ivoro not under 
the jurisdiction of the Commission. 

ss to O. R. 0. 387. 
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Many, if not all, of the eoininoditioH purchased by the El Paso johljar oi eon- 
sutner at Kansas City, St Louis and Chicago, can be likeivise pin chased at New 
York and other points on the Atlantic seaboaid from which the wnteT-aiid-i ail 
routes me available. This siluation presents < ompelilion lietween caiiieis senuiig 
markets of prnducl ion, which kind of eompetitum, we held in the fmulh section 
case sighted, may properly be a valid basis for fourth section relief 

Many other .simiJar cases were decided on tlie same basis by Mr, 
Loveland 

The widespread influence of market competition and its bearing 
on the long-and-short-haid problem was exemplified in re Los Angeles 
Lvniher Company rs. Southern Pari fir Com pang. The hearings wei'c 
conducted jointly vuth the Interstate ('oromeree (.Commission.''’’'* The 
•ease arose from, (he comidamt of the Los Angeles Products Company 
that carload rates on lumber in-odiiets of the Soulherii Paciflc Com- 
pany from We.stwood, California, Portland, Orant’s Pa.ss, hledford, 
and Klamath Palls, (dregon, and other named points; 1o Hac-ramento 
and certain other points in California were iin.jnstly and nms'ason- 
ably low as compared with the piihlishod rales from San Pedro to the 
.same de.stinations 

The complainant in this in.stanee oniied timlier lands on the 
Queen Charlotte Islands. The lumber was cut there and sami into 
cants; then it wa.s sent to Ban JVdro where it was finally mannfac- 
lured and .shipped 1o various parts of the .state of CaliEoriua. The 
eoinpetitor.s of the company Avere at the points named in the eom- 
plaiiit The complainants jiresented an extensive cost .study of the 
costs of moving lumber but the avitliorities decided that, although this 
was valuable, it could not be used a.s an aecnrate deteriunung factor 
in an entire territory wliei-e' blanketing of rates was nece.ssary and 
where water competition had to be met. 

A review of the history of the lumber rates showed they had been 
vitally influenced by the grouped and conliguoms location of the pro- 
ducing mills, by competition of carriers by water, and by the rivalry 
between the Southern Pacific and the Western Pacitic, which com- 
menced upon the completion of the latter lino in 1911. Besides lead- 
ing to low rates, this also caused an extensive hlanketing over great 
areas at the points of origin, and. in eertaiu di.striots, to the pgints 3f 
destination. For example, the Boulhern I’acitic had in effect, at the 
time of the complaint, an 11-eeut rale to Sacramento< blanketed from 
such diverse points as San Francisco, Marysmlle, and Placerville. 

Ib'id. -.309. 

M C. R. a 217 
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The following was given by the Commissioner as illustrative of the 
general situation : 

As eai'ly as 1907 rates in violation of the long-aiiil-shoTt haul provisions of the 
state constitution 'Woi'd made from interiur mills to aonthorn California points. Aa 
illustintivo, 3214 cents was published fioin Weed to Los Angeles ■with 39% cents 
fiom Weed to Baker.sfiold (an mteiinediate point) and these rales were blanlieted 
from piaetieally all northern California points, beginning at Plaeemlle, Newcastle, 
Boca, Ked Bluff, extending to the Califoiiiia-Oiegon linoa.i'o 

The Commission found that the rate,s from San Pedro to points in 
the San Joaquin Valley and into territory south of Los Angeles lacked 
uniformity, and it adjusted the rates to a more rea.sonablo and im'i- 
form scale, but refused to take the Sacramento and San Francisco 
adjn.stments ns the ba.sis for the chang-es because of the exception in 
those regions already noted. The authorities maintained that the 
competition under which the northern California mills were compelled 
to conduct their business was important in the blanketing of rates 
in that territory, and that those rates had to be continued in order 
not to bring about a disruption of blanket adjustments, which had 
been of long standing and were apparently sati.sfactory to producers 
and consumers alike in the territory affected. 

It 17111 be seen at once that the California authorities have granted 
long-and-short-haul relief for essentially the same reasons as the Inter- 
.state Commerce Coinini.ssioii. Competition has been the mam factor, 
for without granting exceptional rates many of the earners could not 
have secured a share of the competitive traffic. Both commissions 
have also maintained that the limiting rate is the actual cost of moving 
the traffic. In other words, every rate allowed and charged must of 
itself be “reasonably cornpensatoiy. ” No rates may be depressed 
by competition so low as to burden intermediate traffic. 


5» Ibid. ■.S28. 
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OHAPTEB VIT 

POTENTIAL COMPBTIT[ON AS A MEANS OP REGULATING 

UTILITY PvATES 

Introduction 

■ Competition, we have seen, has had a very marked nifliieuce on 
public utihty rate-making in Cahfornia, especially m the transporta- 
•tion industry. Tlie monopolistic nature, however, of utilities like 
water, gas, and light companies makes it de.sirable, a.s a rule, to pre- 
vent competition .since it is generally pos.sibh' to render senuee at a 
lower cost whore only one corporation i.s ni the field. Sinee this is 
so it is usually deemed advisable to prevent a duplication of facilities, 
either by the granting of an exclusive franchise or by refusing to give 
a certificate of public coiivenieiice and necessity to a new coi’iioratioii 
desiring permission to serve. Potential conipotition always and ever 
staiid.s a,s a threat, Iiowevcr, ju.st a,s it does to a private monoiioly no 
matter how .strong llie latter may be. 

PoTENTfAj. Competition and Rates 

Railroad and utility comrai,s.sions have u.sed tlie threat of potential 
competition as one of the means of keeping public service corporations 
under check Generally speaking, if one utility is in the field it may 
feel assured that it will be free from eompetitioii so Long ns it gives 
satisfactory service and adequately supplies consumers at reasonable 
rates. But if another corporation is .able to guarantee that it can give 
.service, markedly .superior as to rates and efficiency, and if pulilic 
convenience will be served by allowing the entry of another utility, 
then the second utility will be given permis,sion to ojierale 

The California Goimnission has lalvcn the stand that, m order to 
maintain its monopoly of a field, a utility must give adequate servi.ee 
and reasonable rates at all times iirior to the threat of eompetition. 
The ivilliuguess to improve service and rates coming after presenta- 
tion of the application of a competitor is insufficient. This is in order 
to compel corporations which ai'e under the .supervi.sion of the Com- 
mission to keep thoir eye.s on the weather-coek, and contimioiisly to 
maintain a high standard of service. 
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The first important case in whicli potential competition was defi- 
nitely laid down as a principle for regulating' rates was that of the 
Pacific Gas and Elec Irk Com puny vs. Great V,^estern Power Com- 
pany ^ This involved the question of granting a. certificate of public 
convenience to the Great Western. Power Co. m territory already 
supplied by the Pacific Gas and Electric Co The Commission granted 
the certificate and at the .same time disenssod at length the problem 
of utility monopolies, and the use of potential competition as a means 
of eonlrolling them In interpreting the law concerning the granting 
of certificate.s of public convemenec it said . 

It eertfiinly is true tliat wlieic a Icrntoiy is seived by a utility wliicli lias 
pioiietiivd III tlie li<‘ld, and is leiulertng efficient and cheap service <i.tid la fulfill- 
ing adequately tho duty, which as a public utility, it owes to tlie public, ami the 
ioii'itofy is so geneially seiv’Od tliat it niny be said to liave readied tho point of 
saturation as rogaads tho pavticulai commodity in whlcli such utility deals, then 
certainly tho design of tlia law is that tho utility shall be pioteetod within such 
field; but when anyone of these conditions ig lacking, the public convenience may 
often be seivod by allowing eorapetition to come in -i 

Moreover, it wa-s asserted that the utility must voluntarily accord 
to its patrons, before competition threatens, those tlungs wliich are 
their due. The purpose of announcing this principle was, as already 
noted, to hold out to exi.sting utilities the incentive to accord volun- 
tarily to the people of California “those rates and that service to 
which they are justly entitled.'’ The bait offered to new concerns wa.s 
this: if they discovered that rea.sonable service and just rate.s were 
not being accorded, they could then enter the field. 

It was also stated b.y the authorities, that a competitor would be 
allowed to enter only where it could adequately furnish service at a 
rate so much less than the rate which could be accorded by the 
existing utility, that the interests of the public would require the 
aecoinmodatioii at a lower rate. Then the Commission continued : 

Wo are aware that tins may work IiarJships upoa small compames, and wa 
aro likewise awai-e that the state owes a duty to the small utility which has gone 
into a field ami furiiishod the inhabitants tlicieof with a. .servieo ■winch would 
otlieiwise have been denied them. "Whoii the advent of tho new utility, under 
siwJi circumstances, will seive, through legitimate competition, to impair the 
investmdht of the existing utility, the Aifforonco in rates which may bo legitnuately 
accorded by the new utility must be so considerable that the public interest 
clearly demands the rendition of the seiviee at the lower rate before the Commis- 
sion will be moved to i>onnit the comiieUtor to ontei such a field, proiddcd always, 
aa wm have alieady said, that the existing utility, be it small or great, has been 
doing its beat to treat its patrons faiidy.® 


1 1 0. E. 0. ao3. 


2 im.: 209 . 


snkt.:211. 
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It was quite evident from this opinion iliat Ihe gniding factor as 
far as the authorities were concerned was public interest. A utdity 
was not at any time to be guaranteed exclusive possession of a held 
unle.ss it was to the public interest to do so. As long, lioirevcr, as the 
utility could demonstrate eouclusively that it was superior to its 
prospective competitor and that its superiority was not the result 
of the appearance of the rival, then, and thmi oidj^, would competition 
be prevented Later decisions rendered by the California aiitiionlies 
were to prove, liowever, that “adequate service at rea.sonable rates’’ 
wa,s an elusive iihrasc, and lienee proleetion from competition was 
rather rare. 

’ An illustration of this point was given in ve-Api>licalion of llie Oro 
Electric Companij for a certificate of piibiie convenieneo, which would 
allow it to operate m (en-itory which \wis already being serv'ed liy 
the Western States Gas and Electric Company' The ( ‘oniinission 
pointed out that it would protect utilities from competition wherever 
they were doing their full duty to the iniblie, on the condition, 
however, that wheuever iniblic interest demanded competition, piililic 
interest iiiiist be considered paranioiuit. The reason for tins attitude, 
it was stated, n-a-s that, since utilities had been denied the right to 
the high returns they liad been able to secure i'ornu'rly, it ivas only 
fair to protect them from possible competition if Ihey wore doing 
their full duty. A.s a malter df fact protection was not given becaii.se 
of fairiie.ss, but ratlu-r because of public iritere.sl, .since the autlioritie.s 
believed that a utility could give cheaper service under monopolistic 
conditions than under competitive ones, because there would be no 
nnnoees'.sary duplication of facildies under .such eireuin.slaiiec.s, and 
the utility serving the area in question nould be able to take advan- 
tage of larger-scale prodiielion. In tins case, as well as in many others, 
the statement wa.s made that, nhile a conqiany uonld be protected 
from competition so long as it itid its duty to the public, this was 
always subject to the qualification that where another utility could 
give the public as good or betler service at rates nniterially less than 
those granted by the existing company, public interest would be 
deemed paramount and the new utility would bo allowed tg entet’ 
the field.'-' 

1 2 C. B. 0. 748 See also Truokee ifim Poirtr Co, 32 C. E. C. 72; Vnitrd 
Fared Sennv(\ 32 0. E. C. 82, Foitcnm vs. tin. Cal Pri.s- Co , 32 C. R. C 606 

“‘'The protection to tlio invratment of .a utility wliich is ilomg its full duty 
to tlio public IS (lemaudcd, uot merely as a mutter of fnimess, but atso us ti 
iTiattor of common sense. If the ujilities are to be lield down to sucli a, return 
which, while libond, is not In he unreasonably high, and if, at the same time, the 
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The Commission came to the conclusion that the Western States 
Gas and Electric Co. was not rendering a.s good seiwice a.s could be 
expected; also, it had been delinquent in making adjustments ordered 
in an earlier case. The Oro Gas and Electric Co. wa.s given permis- 
sion to enter part of the territory, the reason for the limitation being 
that the Western States company was in the midst of some reconstruc- 
tion and it wa.s decided that it would be unfair not to allow this to be 
completed Hence tlie defendant was given ninety days to bring its 
seiu'ice up to standard. If this were not done the Oro Electric was 
to be grtmted its application in toto The Comrai.ssion was partieu 
larly emphatic m reaffirming its stand in the Pacific Gas and Electric 
case and insisted that the modification in the ea.se at bar wa.s due 
merely to unusual circumstances. 

In the same decision the opinion was also expressed that fear of 
competition had not bad the effect on rates that it should have had. 
This belief was re-affirmed by Commissioner Eshleman in the case of 
the city of San Jose vs. The Pacific Telephone and Telegraph Com- 
pany.'^ He agreed that a utility wa.s a natui’al monopoly and such 
being the case it was to the interest of the public to prevent competi- 
tion, but only on the condition that the service rendered wa,s superior 
and the cost less than under conditions of competition. That he 
believed this hatl not been the ca.se in California j.s clearly shown 
bj' a quotation from his decision ; 

Tn veiy few cases ha.s this Commission refused to permit competition to exist, 
and ui those caaos wo ai-c beginning to be presented with charges tliat ilie agency 
thus protected from eonipotition is becoming arrogant and foigetfiil of the lights 
to the public Self-interest appaieiitly makes the most potent appeal, and if the 
utilities are to be so shoit-siglitcd that they cannot see tliat self-ixiteiest requires 
as oonsideiate and honest tieatment of their patrons when tliero is no competition 
as is accorded when competition exists and in addition lower rates and better 
sorcice, then somo other method than regulation must be found to make them 
realize this fact. This i-esults because the Commission is not and cannot be 
equipped with sufficient employees to \va.teh every utility employee and scrutinize 
every utility practice in this State.'f 


utilities are to continuo to bo subject to more or leas fierce conipetition, people 
with money to invest will look to fiolds other than public utility enteipnae for 
tho investment of their funds. As the State of California is a, young and growing 
state, WiSth tremendous possibilities of development, and as it needs public utility 
enterprises to assist it in its growth, a wise public policy demands that utilities 
which aie doing their full duty to the public should bo treated ivith faime.ss and 
justness and liberality, a.ud they shall receive such protection to their iiivestment.s 
as they may deserve, subject always to the contingency that, if another utility 
can, by rea.son of superior natural advantages or patonleci processes, or other 
means, give to the public a service as good as the existing utility, at rates materially 
less, the interest of the public must lie deemed paramount and the new utility- 
must be given an opportunity to scivo the public.” — 76td, :7Sfl. 

0 4 G. B. 0. 150. i'l6fdt.:132. 
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A ease of considerable importance, Hinee it iiivol’ved the prolilem 
of how much protection from compotilioii a utility is eiilitlert 1o, dealt 
with the complaint of the Coast Gounkes Gas and Eleciric Company 
vs the Skerra and San Francisco Power Company, and the Applica- 
tion of the Sierra and San Francisco Power Company for a certificate 
of public convenience and necessity to serve Old Mission Porthnid 
Cement Company* The Old Mission Portland Cement Company had 
come into existence in 1914 as the result of a reorganization, and con- 
tracts were entered into by it and the Sierra and San Franciseo Power 
Company whereby the latter agreed to furnish the former with power 
at compaj.-atively low rates Up to October, 1916, the C'oast t'oiinties 
•Gas and Electric Compan 3 ^ had made no atlempt lo secure the busi- 
ness of the cement coinpan.v nor did it jiossess ihe snjiply facilities 
that would enable it to earrj^ the load necessary to furnish power. 
The Sierra Company, on the other hand, had agreed to give rates 
which would enable the cement company to compete with others in 
the central part of the State, and it al.so had the facilities to sipiply 
the power. The complainant alleged that the defendant was proceed- 
ing lo oonstruct an electric power line to .serve the cement company 
contrary to a previous order of the Commission The defendant 
admitted this and filed an application for a certificate of public 
convenience permitting it lo do so. 

Mr. Devlin, the commi.ssioner, staled that competition or the joint 
occupation of the same terntoiy by two or more utilities of a .similar 
character became objectionable when it resulted in unnecessary and 
unju.stifiable duplication of investmenf and facilities because of tlie 
economic waste involved. If this wore not the ca.se, however, competi- 
tion might, on the contrary, be beneficial In order adequately to 
supply the cement company it would have been necessary for the 
Coast Counties Compau.y (the oue iii the field at the time of the 
proceedings) to make a large capital investment in luuv lines and 
equipment and in the rehabilitation of the existing lines. This would 
have resulted in duplication since Ihe Sierra Company had available 
facilities close at hand, while if the Sierra Company ivere allowed 
to distribute electric energy generally in that portion of Saii Benito 
Coiintj'' served at that tune by the Coast Counties Company a similar 
duplication and waste ivould exist. The commissioner maintained in 
principle the previous attitude of the Commission, that utilities are 


s 12 C. B. C. 559. 
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wililled to protection, bnt not against tlie pubbc interest. Hence he 
allowed the new company to enter on the following conditions; 

When viewed fiom a pmel> economic stiindpomt it must bo nt once axijmrent 
that thei'o can be but one solution to the problem, luid this solution demands 
that tlie pieseiit fiunhtios of both ntihliM bo utilized to their highest etticiency 
before ndditionul iiivcatment is made in 8iiiula.i facilities to seiro this toriitoiy. 
The economic situation here piesentcd howevei, does not justify competition, but 
rathoi indicates a need for pioiiipt and intelligent co-oporation, Biiefly, the 
Const Counties Cmnpany is already occupying tlm field with appniently ailcquiito 
and proper distribution facilities, and a lensoiuibly effleient operating oignmza- 
tion, but in oidcv to serve an additional load of the mngnitude of the cement 
plant fioiii it.s jnosHiit source of powoi, it must make an additional largo invest- 
nient in traiiHinis.sioii hues and equipment. The Siena Company, on the other 
hand, h.as no distributing system in San Benito County, but iiossesses iiansmission 
caiiaeity, leadily and economically .available, amply sufficient to provide the energy 
required by the cement company in addition to all othei requirements Obviously, 
fiom this jioint of now the nitorest of the public requires either that the Sierra 
Company ho permittocl to supply the cement plant diicetly, limiting its activity 
to the service required by this particular consumer, or that Coast Counties Com- 
pany suiiply the cement plant and in so doing utilize the existing transmission 
facilities of the Sierra- Conipany.» 

The latter suggestion was adopted in the order of the Coinniis.sioii, 
thus preserving the monopoly of the Coa.st Counties Company in the 
territory .served by it 

Protection from competition — 

The California Commission in the case of the Pacific Gas and 
Electric Company vs. the Great 'Western Power Company of 
Calif ornia^° summarized thoroughly its answer to the question ; 

Under what conditions will the Kailroad Commission protect 
a utility which is rendering service in a given territory, from 
competition noth other utilities scelcing to render a like service 
in the same territory? 

It quoted the Pacific Gas and Electric Company vs. Great Western 
Power Company, 1 C. 11. C. 203, previously discussed, as a precedent 
and laid down fcni-r conditions which mu.st exist before a utility is 
entitled to protection from competition: 

" (1) The territory must be served by a utihty which has pioneered 
in the field. 

(2) The utility must be rendering efficient and cheap service. 

(3) The ten’itory must be so generally served that it may be 
said to have reached the point of saturation as regards the paidicular 


0 Ibid, isrs-m. 


10 20 C. B. 0. ru. 
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commodity in wliieh the utility deals. In interpreting this condition 
the Commission said that Section 50 of the Public Utilities Act 
allowed a utility to serve a territoi-y without a certificate if such 
territory iva.s contiguous to its lines, and if it had not theretofore 
been served by another utility of like character. It also slated that, 
whenever the eoniiug of a new utility into a territory wonld serve 
to develop such territory and bnild it up, either industrially or agri- 
culturally, and thereby enhance the general prosperit}^ of the State, 
such utility would not be excluded; in other words, competition would 
not be stifled imless such competition actually resulted in harmful 
duplication and economic waste. 

(4) The utility must be fulfilling adeipiately the duty, winch, as 
a public utility, it owes to the public 

It is quite apparent from the .statement of these four conditions 
that exclusion of competition by the Commission simply means that 
a company will be allowed to retain its monopoly just so long as 
it is giving the public the best service which the public can obtain. 
If another utility can come along and give .similar service at. a mate- 
rially lower cost then it will be allou'ed to do so Thus, this guaranty 
does not amount to very much since it gives a' .smaller or we^iker 
company practically no protection from a stronger, while if a strong 
company is already in the field it has very little to fear from a weaker 
competitor who seeks to enter. Of course, it does prevent ruthless 
rate wars to decide which is the stronger comxiauy. It also acts as a 
cheek again.st temporary price-cutting, .since the new utility mitst 
demonstrate conclusively to the authoritie.s that it will be able to 
keep its promises. The only thing that uill actually prevent eoratie- 
tion, however, is the ability of the utility already in the field, at lea.st 
to equal the price, s and .services offered by its rival Tlie fact that 
the utility during the period when it had the field all to itself charged 
only those rates which were reasonable according to the standards of 
the regulatoiy anihonties and henee gave lower rates than the public 
might otherivise have received, cuts no figure at all if tlie rival can 
offer material advantages to the public The theory aiiparently is that 
the utility should jealously guard the pubbe interest when competi- 
tion does not threaten in order to ward oft' comiietition, and then 
take care of itself the best it can if a more favored rival enf,er,s. 

The attitude of the Wisconsin Commission in contrast to the 
California hotly is interesting and instructive. In Wiseousin the 
authorities are empowered to admit a competing utility at any time 
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if public eouvemence and nccessiiy require sucli competition. The 
purpose o£ these provisions a.s to enforce good behavior. Yet Holmes 
asserts that in no instance has it been necessary for the Commission 
to gi'ant permission for another utility to compete Competition is 
not desired in Wiseon.siii and “the law roh.s the monopoly of the power 
to charge other than just rates It must be remembered that by 
utilities. Holmes means liglit, telephone, water, heating, and telegraph 
companies Thus it appears that the Wiscou.sm Commission has 
allowed each of the corporations supplying these services to have the 
exclusive privilege, in the territory served by it, for its particular 
product. 

While tlie policy of the California Commission seem,s to be in ' 
distinct contra.st to this, yet the principle underlying the practice of 
the two commissions is the same, namely, that competition shall be 
prevented so long as public jntere.st is best served by so doing. It has 
been the experience over and over again in California that a second 
utility has been able to offer better terms to a district than the one 
already in the field has been able to do Under these conditions it 
would be foolish to exclude the newcomer. The mere fact that a cor- 
poration IS getting only a fair return on a rea.sonable investment 
means very little, for a fair return to one company may mean high 
rates compared with those of another concern which i.s also earning 
a fair return. The public wants and ha-s' a right to receive service at 
the lower rates; if one utility cannot meet this requirement so well 
as another, the former must give way Under the.se circumstances it 
would seem wise to encourage consolidation, thereby eliminating the 
problems arising from competition. 

The use of potential comiietition as a punitive, measure seems to 
be open to criticism. The necessity of admitting a competitive utility 
in order to control the rales of the concern already in the field is a 
confession of the failure of the regulatory policy. If the existing 
utility, upon the threat of competition, can demonstrate conclusively 
that it can, and will, give better .service than its potential rival, then 
it would seem to be wise for the authorities to refuse to admit the 
latter cqncern. To do otherwise would i-aise the problem of competi- 
tion, and probably not accomplish the desired results. It might even 
be possible to extract a quid pra quo from the recalcitrant concern in 
return for the favor of allowing it to retain its monopoly. 


iilMinca, S’, L,, op. «i.;231. 
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CHAPTEB VIII 

COMPARATIVE BATES 
Introduction 

In dpciding upon tlie rea.sonab]enPs.s of particular rates, regulating 
bodies often make use of a comparison of the charges questioned and 
the conditions under which they are imposed, with other charges for 
' similar services rendered under similar circumstances and conditions. 
These comparisons arc of ruse ni deciding questions both of simple 
unreasonableness and of diseiumination. hloreovcr, they may be 
applied to the rate scales of a particular utility or to sehedule.s as 
between various utilities. In the latter ca.se these eoinparison.s may 
serve as a gauge of the 1 ‘clativc efficioncies of different comjianies 
which are not in competition with each other 

It must be remembered, of cour.se, that .such rate-making doe.s 
not pass upon the absolute reasonabIeiies.s of the charges made Jhat 
i.s to .say, the equit,y of the general level of rat.es can never be decided 
on the comparative theory for there nimst be a standard deteimined 
on some independent ba.sis. *But it is the relation of these prices to 
each other that is of chief importance, and. since so many complicat- 
ing factors enter into their making, comparison forms one vaiiiahlc 
mean.s of judging their relative reasonahlcne.s.s Purthermore, this is 
practically the only ground on which complainants can base their 
altaclc.s since they .seldom po.sse.ss the .statistics nece.s.sary to eoute,st 
them on any other theory. 


Voluntary Bates 

Voluntary rates establi.sli a .standard, voluntarily acceded to by 
the companies themselves, which may he used as a gauge by conuni.s- 
sions on the legitimate a.s, sumption that tlie.se rates are rea.son*l)le and 
just to the comiianies in question. lienee they may be applied else- 
where with due consideration of the circumstances and conditions 
involved. If the voluntary rates are of themselves rea,sonable to the 
utility, then other r-ates of the same company should be in line with 
these, provided that the circumstances of each ea.se are carefully 
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appraised. If the other rates are not in line, then the receivers of 
service at the latter charges are being rliseriinmated against On the 
other hand, if the rates accorded by the utility of it.s own free will are 
not reasonable as to the utility itself, then the services bearing the 
other charges are being unduly biu-dened. In either case the 
presumption stands against the company. 

Very early in its history the Railroad Oomraission of California 
took the stand that rates voluntarily established by utiiitie.s were in 
themselves rea.sonable as to the utilities, and could therefore he taken 
as standards bj’- the regulatory body for charges for services rendered 
under similar eireumstanees and conditions. In the case concerning 
the freight rates between stations in Los Angeles and Los Angeles 
Harbor, previously discu.ssed, the eommis.sioiiers said : 

. . . . ivc ai'o forced to eoactudo that tJie rates ivliicli they have tlms voluii- 
tanly put jn,to effect in other portions of the state m some cases over similar 
hauls, and in many oases over more difficult hauls, and in almost all cases in 
territories where much less traffic is moving, a.ie m themselves reasonaliloi and if 
we entertain, this presumption, we aie driven to conclude that the letes for this 
traffie under the specially favorable circumstances surrounding it are excessive and 
unreasonable.! 

The^poKition taken by the Commission in this instance was that the 
rates voluntarily accorded in other parts of the State where the 
eireumstanees of transportation were much less fa.vorable, were either 
preferential or unrea.sonable ; preferential because they afforded 
services to certain localities a.t prices lower as compared to those in 
effect between Los Angeles and Los Angeles Harbor, than conditions 
warranted ; or nnreasona.ble in that they were not carrying their due 
share of the total burden of the companies if those between Los 
Angeles and Los Angeles Harbor were themselves reasonable. In 
either ca,se the presumption stood against the railroads involved. 
Since rates voluntarily accorded to the larger part of the territory 
served were hardly likely to be unreasonable as to the railroads them- 
selves the former presumption was accepted by the commissioners and 
the rates in question were lowered. 

In the case of the Pacific Gas and Electric vs. the Great Western 
Power Company the Commission announced its intention of using the 
theory of comparative rates for a twofold purpose: (1) to prevent 
rate wars; (2) to assist in deciding upon the rea.sonableness of rates. 
The Pacific Gas and Electric Go'. had complained that the Great 
Western Power Co. was encroaching upon territory served by the 


1 1 0. B. 0. 43, 61, supra, chap. 6. 
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former without due authorization from the CominiRsion , in addition 
it iielitioned that such authorization be not granted “ Although the 
authorities allowed the Great Western Power to enter into competi- 
tion u'ith tlie Pacific Gas and Electric, yet they definitely stated that 
they would not allow rate wars in territory under (lie ( lommis.sion ’s 
.nirisdiciion. They realized, however, that, they were helpless to pre- 
vent them in cities that retained regulatory powers,“ Neveidliless, 
the eonimi.ssioners announced their intention of curbing rate wars 
as much as possible, and of preventing utilities from making higher 
charges in non-eompetitive territory as a means of recovering losses 
incurred in such struggles The theory of eompai-ative rates im to 
-he applied for this purpose by adopting, as the standard, rales used 
in rate wars in territory under the .pirisdietion of the Conimission. 

To tlio utilities Tvo suggest tliat should they eiitcv into a late contest lu tliesc 
cities, this Conmission may feel inclined to tahe ns the stanria,nl of I'casoniihleiu’ss 
for rates ni territory witliui oiir contjol, the standaid volunlitnlji pul in by these 
utilities ivithiii the (erritovy over which we have no eontio] and that the f'nm- 
mission will take tlieir attitude in such eases into conbidnation on siibsequont 
applications by sueli companies to this Commission.! 

The stand here a,s in other eases was that the mere fact that a utility 
accorded certain rates of its own free will proved the prma fiude 
reasonableness of those rates 1o that nlility.'’ 

Exactly the same attitude was taken by the Commission in the 
important decision previously diseus.sed, concerning the application 
of the Southern Pacific Company to raise its transbay commuting 
rates." The charges then in force between San Francisco and Bay 
points had been volimtarily establi.slied by the company hut an 
increase was iioui a.sked lor, one of the gi-oniids being that the present 
rates did not give a return equal to the current rale of interest, and 
that the charges were therefore confi.scatory." The authorities main- 
tained that the eonfi.scation which they should talce most notice of 
was “the confiscation of tremendous values in the property of the 
residents of Alameda County,” which would result if the application 
were acceded to Then they proceeded to .say : 

2 1 0. B. 0, 20,3; see Santa Afariti Gas Co , 20 O. E. C. 1006. ^ 

8 Jb'/d, :216, This condition wns chnngcd m 1914 when tlio Hftilroiid CoiiimiR- 
sion was given the supciwision of all public utilitj rates in Califoinia except ibose 
of munieipally owned utilities. 

■< /tmf. : 216, italics nime, 

California. Traction, Company rg Atchison, TopH'it and Santa Fi; Oovipann, 
1 0. E. 0. 629. See Home T. # T. Co. of Santa Barbara iw. Pae. I'el. # Tel. Co., 
6 0. E o'. 124, 130; So. Counlies Gas Co., 7 0. E. 0. 37. 

o5 0. E. 0. 565, supra, ebnp. 4. 1 1bid.itilS 
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When thiough a long {XS'iod of years a ti.-nispprtation comjiiiny has voliintanly 
aucordcd a, jate to a coinmuiiity on the fa.ith o£ which l.-ugc invostmonts have 
boon maile, nnd when again tlio saiiio agency has vnlnntanly and inuUn no legal 
compulsion incnvred great exiicnditurea and largely extended its faciHtu's, the 
piima facie lea.sonahlraess which attaches to vnlnntanly accorded latea breoinos, 
if not eoncdnsivo veiy strongly pcisnaaive upon any legnhitoiy anthoiity » 

Tile theory ujiderlyiiig this decision was that rates that the company 
had voluntarily accorded for a period of years must have been reason- 
able as to itself. This being' the case, these rates could be taken as 
fair so far as the company Avas concerned, since a comparison of 
traffic conditions, operating expenses, and operating revenues at the 
time of the inquiry' Avith those at the time the rates voluntarily 
aoeoi'ded were in effect, showed no reason why the transhay charges' 
should be raised. 

The .theory of comparative rates, voluntarily established, has also 
been used to gauge the reasonableness of rates in various eomiminities 
served by one utility. A good illustration of this Avas afforded in 
City of Whittier vs. Southern Cminties Gas Company of Cahforma° 
In this instance the city of Whittier complained against the charges 
of the Southern Counties Gas Company on the ground that the charge 
of $1 20 per thousand cubic feet of gas was in excess of a just and 
equitable rate. The complaint Avas ba.sod on the fact that similar com- 
munities Avere receiving similar service from the same company, in 
most instances at 75 cents per thousa,iiri cubic feet, and in only one 
at $1.10. 

The Commission first of all discussed the investment theory and 
came to the conclusion that, at the rates then existing in Whittier, 
the company would receive a return probably slightly in excess of 
8 per cent. The chief basis of the decision, hoAVCA^er, Avas tlie theory of 
comparative rates, the standard of comparison being Auluntary rates 
e.stablished elseivhere by the Southern Counties Company. The towns 
used in comparison were all of comparable size to Whittier, were 
served from the same gas field, they used essentially the same amount 
of gus, and in many cases required a larger transmission system than 
Whittier because they Avere farther from the field. Consequently it 
Avas derided that Whittier was not receiving fair treatment. The 
authorities said: 

AVe must cmiclucle from an analysis of the evirlence in this case that the 
dofendant has been and is discTiminating against 'Whittier in the rates charged 

s2iM?-.;574; .sec A. T. # S. F. Sy. Co., 8 0. R. C. 322, 325. 

0 14 C. E. 0. 422. 
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for gas seivif'O. Sucli (liscrimiiiatioji should bo lemovocl, Defeiiflajit lias voUin- 
larily put into effect in other oomnramtira rates lower than, those chaiiged in 
Wluttier, and «'o must assume cither that it is earning a fair I'etni-n uiuier llioae 
rates anil can do the aamc in Whittier or tliat the ilefciulant is willing to operate 
for a lower rate of loturn in the otlier municipalities than it desiies the 
commission to allow in estimating the late to be ohwged in Wlnttier.m 

It might be urged in this ease that since the Commission had not 
proved that the company was earning an excessive rale of return, a 
thorough investigation of the whole system should have been made 
and rates prescribed winch would give a fair rate of return. It should 
be remembered, however, that the company had probably applied, 
voluntarily, rates which it calculated were the most profitalde to it 
' Although no supporting evidence was submitted by either side, it is 
quite logical to assume that the demand was such that the rate applied 
by the company was the wisest under the eirciimstauces. Qiide pos- 
sibly a higher rate would have resulted in lower returns, in the long 
run at least, and a retarded devolpment of the ga.s business From 
this viewpoint, the attitude of the authorities seems logical, for it 
was natural for tliem to a.ssume that the iitilily Iciiew more about the 
demand situation in the territory which it served tluiii did they. 

The theory of voluntary rates as applied by the California Rail- 
road Commission can obviously be made to seiwe two useful purposes. 
First of all, it can be used to prevent an abuse common to many 
utilities, especially railroads, namely, that of granting decidedly 
preferential rates to certain communities or customers, while at the 
same time malcing up the deficits thus incurred from others. Secondly, 
it may be used to save the authorities considerable work in investigat- 
ing conditions where utilities wish to reduce certain charges, if they 
place upon the companies the burden of a-scertaining whether such 
charges are x’easonable as to the conipaiues themselves, and if they 
announce that these will be applied to all .sendees rendered under 
similar circumstances and conditions by the utility making such 
reductions. Tins imposes a mirnmnm of restraint on private corpora- 
tions and at the same time prevents undue discrimination and 
illogical rate schedules. 

» 

io Ihid.:i29. See B. ^ S etc Asun vx Anderson, 32 C. H 0 54, CO; Pomona 
Valle!/ Tel. # Tel. Vmon, 30 C. C 006. 
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Comparison of Rates WirErtE Servtoes Are Sisiiear but Rendered 
in' Different Utilities 

Jn the inajoi-ily of cases coming: before the California Commission 
where the enstorners have attacked tlie iiiireaaonalileiiess of the rales 
in (inestion, the complaints have been based almost entirely upon 
comparisons of eharg-es for similar services by other utilities As one 
attorney expressed it: 

... it is praeticalJr 3itipo.ssil)]c toi eompl.'iining parties to piove tliat n rate 
33 uni'oasonnblo on any other than tlie comparativo basis because all details of 
the cost o£ operation, eaniings from aiiartuuUu class on tiiiiRc and kindred items 
aie in the hands of the defendant camer and innccessilde to complaiiiants.i > 

In a very larg-e number of instances complaints against utilities 
arise from the fact that some consumers see that olhers are getting 
similar services in other eommumties for lower rates. Hence they 
register protest.s ivith the authorities the burden of winch is that the 
rates accorded them are nnrea.sonablc as compared with chai'ges of 
other companies. 

The first ease of this nature which the California Commission 
decided on a purely comparative basis dealt vith tlie investigation 
of the joint rates submitted by the Western Pacifie Railway Company 
and the Nevadai-Cahforma'-Oregon Railway.^" The question at issue 
was not that of discrimination or relativity of rates, but rather the 
question of the general reasonableness of the charges of the defend- 
ants. A comparison of the rates which the Western Pacific wished to 
make ivitli eharge.s of other roads for .similar .service was quite favor- 
able to the former ; in addition to that, the I’ailroad had benefited the 
communities it seiwed very materially by giving them lower rates 
than they were enjoying when it commenced to serve that territory. 

At that time the authorities were without any kind of cost statistics 
whatsoever, so comparison was their only guide. In rendering their 
decision they said : 

While not agreeing that the coraparison.s are in all resi>ects fair ones, yet 
they reasonably illustrate the fact that, even in those comparatively few instances 
where the Westeni Pacific desires to increase its ra.tes, it at least is not asking 
mSra tha.ti other roads ask for a similar service, and until wo ai-e in a position 
to say that the other roads ai-e clia.rging too much or wo lia.ve considered the 
value of the property of the Westeni Pacific and its total traffic, we cannot go 
behind those figures.ia 

Hence the Commission allowed the increase requested. 

11 8mi Mateo Development Ami. vs. S. P. Co , 6 0. B. C. 853, 864. 

12 1 C. E. C. 1. 

13 Z6tB.!8; see also fif. P. Co., 2 C H. O. 258; Flora Water Co., 19 0. E. C. 725. 
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The coniparisoTi of rates of one corporation with those of another 
may be used also, to assist m determining the reasonableness of 
charges when a fair return cannot be obtained, Thi,s was the case 
in the Appltcalion of ike San Diego and Southeastern Rail wag Com- 
pany for an order authorising certain inerea.ses in pa.s,senger fares 
and freight rates “ 

The Commission made a thoroughgoing .study of the finances of 
the company and found that the investment theory was quite inap- 
plicable under the eircum,stanee,s. The company, however, aslced for 
an advance in certain rates in order to prevent an estimated deficit 
of $86,287.21 for the year l!)i6. Although the concern wa.s very con- 
■scrvatively financed and apparently efficiently operated it wa.s impos- 
.sible to get a fair return on a reasonable valuation as set forth by 
the Commission. 

Vigoi'Oiis prote.sts were registered by interveners again.st the 
increases in freight rates and passenger fares proposed by the com- 
pany. They maintained that the law did not permit utilities to charge 
rates which were “up to the maximum the consumer can pay," 
(Smyth vs. Ames, 169 U. S. 464, 547) ; all that could be charged wa.s 
what the service rendered by it was reasonably worth To assist it 
in deciding on a fair price for the service, the Coniiuission compared 
the rates proposed by applicant with those charged for eqnal distances 
on the same commodities by the Atchison, Topeka and Santa Fe 
Eaihvay between point.s in so'Uthern California. The comparisons all 
favored the applicant. Moreover, the earnings per train mile of 
the Santa Fe were much superior. Mr. Loveland, the commissioner, 
decided that a comparison of rates on the principal commodities 
moving over the lines of the applicant showed that the existing rales 
were less than those charged by other road.s for like shipment.? moving 
an equal distance, and though comparison.s were not a criterion of 
the justness or unjirntness of a rate, the increases asked for in the 
ease in question were justified and should be granted. 

The use of rate comparisons in deciding que,stion.s of reasonable- 
ness and discrimination ha.s been given wide recognition by the Cali- 
fornia Commission and these comparisons when properly made, ars, 

19 

in its opinion, “entitled to much consideration.” The way in which 
these may be used was illu,strated in Richfield Oil Company vs. Sunset 
Railway Company.^'^ The complainant protested that the local rates 
of the defendant on carload shipments of crude oil were unreasonable 

WS C. B. C. 714; see chap. 5 for a fuller discussinn. 

« 23 a. B. C. 722. 
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and presented as evidence the eharg-es of other companies for similar 
shipments over comparable distances elsewhere in the southern tiart 
of California. The complainant also charged that it w'a.s suffering 
severe lo.sses in business, w'hieh losses were directly traceable to the 
higher freight rates it was paying No figures were ex'hibited in regard 
to the co.st of traffie movement by either party but the complainant 
presented eareCully prepared slatisties, show'iiig rates on fuel oil at 
different points m California, the earnings per Ion mile, [ler car, 
and per cai- mile, and also statistics showing rates and earnings on 
other cnmnicKllties Tlie complainant also sliow'od that the raihvay 
operating income had declnied very rapidly since the radwsiy had 
raised its rales The authorities concluded that • 

T)ie evidence shows eleaily that the movement of tins fuel oil is icguhu- nnd 
111 heavy volume; that tlie service la rendered under most favoruhle opeiating 
conditions, entiiely freo from tram interference, tliat in most iiiatiincea the 
eaiiiei’,s locfeive a second haul and aometimes a thinl linul, and that the rates 
aasailed are in esoess of the rates for comparable service at other points m the 
same general territory .ni 

Hence an order wa-s i.ssuecl for the raihvay to tile a new schedule of 
rates on crude oil, in line with similar rates in the same general 
terfitoryd^ 

Although comparisons are valuable, the authorities have been 
compelled continuously to point out the fact that, in order to be 
valid, these comparisons must show similar circumstances and con- 
ditions, and must be supported by ample evidence. Complainant.s are 
too prone to attack rate schedule, s on a superficial analysis of a few 
items chosen from the tariffs. A discussion of one example wdll suf- 
fice. In ve-Fares for Transportation of Passengers between points on 
the southern division of Northwestern Pacific Railroad^** the com- 
plainants charged that the fares between San Francisco and points 
reached by the electric lines of the defendant were unreasonable as 
compared wdth fares between San Francisco and other suburban 
points served by other lines 

In its opinion, the Commission showed that the Southern Pacific 
serving Alameda on the east side of San Francisco Bay had volun- 
tmiy accorded low rates in order to build up traffic, and that the 
Northwestern Pacific could not be compelled to make the same experi- 

18 Ibid.: 77&, oithig Soysicr Oyster Co. vs. A. C. L. B. M., SO I. 0. 0. 34. 

11 For similar cases see: Emit Bros. Fadkiiig Co. vs 8 P. Co , 2 0, B. 0. 349; 
Paoiflo Bice Growers Assoo. vs. A. T. # S. F. By., 19 0. B C. 248; Piedru Booh 
Co. vs. S. P. Co., 22 0. B. 0. 327. ’ 

IS 3 O. E, 0. 910. 
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ment in serving Maria County on the north and west side of the bay. 
There was no proof that similar results would be obtained by the 
Northwest ern Pacific as had been obtained by the Southern Pacific. 
Moreover, tran.sporlation to Alameda County by ferry and rail was 
between thickly settled communities where the flow of traffic wa.s quite 
regular. The traffic to Marm County, on the other hand, was irregailar. 
less in volume, and involved a longer ferry service, the latter being 
mnch the more expensive of the two types of transportation, namely, 
ferry and electric trains, required in connection with the pas.senger 
traffic. Consequently the authorities did not consider that the defend- 
ant should be required to give the same rates a.s the >Southerii Pacific 
and so allowed the existing schedule to stand.'" 

Finally, it should be noted that ivliilc the rate.s chai'ged by one 
utility may be comjiared with those of another in order to gauge the 
reasonableness of the rates of the former, yet a.s a. general -rule .such 
an approach is of value only where competitive factors arc of vital 
importance or where other tests fad. Even then compari.soii is only 
one yardstick, although often a very useful one The mere fact that 
utility rates in one locality are higher than those in another which is 
.served by a different company, cannot comjiel a reduction of rq,tes 
of the former even if circumstances and conditions are es.scntiall.y 
similar, since, by constitutional law, every coiieern is entitled to a 
fair return. Such evidence is of no probative force whatsoever.-" 


Comparative Theory as Used in Ad.iusiing Tran.spobtation Bates 
ON THE Same Commodities Movino under, Similar Conditions 

The comparative theory of rate-inakmg may also be used to decide 
questions of discrimination between shippers of the same commodity 
or commodities on the .same railroad. In the case.s whieh we have 
selected as illu.strating di.scrimmation or alleged di.scrimination. com- 
plaints arose because certain cuslomer.s were not being accorded the 


10 Sec 3 C E. 0. 5 fur :i similav ra-sc m ponnuciioii ^Mfh the Peninsula Railwav 
Companr, See also Lonff iv, .S P. Co., 1 C. E C) yi‘,‘) {eitmg t. <7. C vs. 

G. W. By. Co., 141 Fell. 1003) ; cf- Kalm r.9 N. P. Co , 2 C H-* C. SCO; 

S. P. Chamber of Com. v.'t. ,S'. P. Co., 11 O. E. (t 867, ,/anilix to. Berletey Tram. 
Co,, 25 0. E. C. 18; Zavensalrr vs. Kiipvinotr, 29 C. R,. 0. 77 ; AIbnv Bros, ifi/luic 
Co., SO C. fi. C. SQli; Hperry Flour Co vs Island Tran.'tportaUon, Co, 30 
C. B. 0. 561. 

20 (Jonipai'ison of gas rates with rates eliarged elsewhere in cities of the same 
eharac'ter are in no measure a guiilo to either the rcfusimahleness of the rates or 
to tlio value of the service and are not in any sense coneliisive evidence on these 
points — Cuttle m. Hanford G. 4' P- Co., 12 0, H. G. 241, 245. 
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rates to which they coiisulercd themselves entitled by virtue of the 
conditions surrounding the rendering of tJio services, whde other.s 
were the recipients of advantages Avhieh, it was maintained, should 
have been shared by all alike. 

If a transportation company is carrying various commodities 
which are comparable in type and value, under similar cireumstaiiees 
and conditions, then this may be considered iirima facie evidence that 
the rates should be the same for each commodiiy If two services are 
essentially the same in every respect, then the eliarge for one may. by 
comparison, be applied to the other Again, it may be slated, this has 
nothing to do with the level of rates and does not question or affirm 
its reasonableness, it merely applies as between rates for the same 
company. 

Legislatures and commissions have continually maintained that 
one price -must be charged for one and the same service. Very few 
shippers, however, ai*e served under identically the same circumstances 
and conditions and .so it becomes nece,ssary for the authorities to 
decide whether or not conditions are sufficiently similar to warrant 
the same rate. 

An Pioneer Box Company vs. Soiilhern Pacific Company-^ the 
question of discrimination was raised, the complainant charging that 
the defendant had discriminated against him as compared with other 
shippers. The applicant manufaetured wooden boxes at Barnard, 
Califoimia, and the Southern Pacific hauled lumber from Sisson, a 
distance of one and three-tenths miles at 40 cents per ton, 15 tons 
minimum, to the box plant at Bariiai-d The railroad also transported 
lumber, at $3.00 per ear, from Sisson to Upton, a distance of two and 
four-tenths miles, to competitors of the Pioneer Box Company. 

The Commission maintained that the movements were under essen- 
tially similar circumstances and conditions with the advantage, if any, 
in favor of the Sisson to Barnard shipments. All the boxes manu- 
factured by the companies moved south to destination and hence 
there was a hack haul from Upton to Sisson while no such condition 
obtained at Barnard. Consequently the complaint was sustained and 
the discrimination removed. 

The principle set forth in this early case was that, since the ship- 
ments moved under essentially similar circumstances and conditions, 
there was no excuse for charging different rates on the same eom- 

21 1 0. ®. C. 668. See Pan. Fibre and Betarder Co. vs. S. P. Co., 13 0. K 0. 61 • 
Albers Bros, AfiUing Co., 20 C. R. 0. 1. • • ■ > 
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iiioclities The railroad had urfjed that the ditforence in rates had 
grown out of past eoiiditions but the Commission insisted that there 
was no excuse, at the time of the complaint, for the Pioneer Box 
Company paying a higher rate than its competitor. 

The question whether an industry located upon a siding or spur, 
when the latter is operated by an individual carrier, is in the same 
position as one located on a line over which all earners have the 
privilege of equal use ; and whether a railroad is compelled to absorb 
the switching charge in Ihe former case if it does in the latter, has 
been decided in the negative by the California Commission In re- 
Cahfoniia Canneries Campamy vs. Southern Pacific Eaiiroad Com- 
pany, et the eomplainants alleged discrimination on the part 
of the Southern Pacific Company and the Western Pacific Railway 
Company. These two companies refused to absorb the switching 
charge of .$2.50 per ear on non-competitive traffic assessed by the 
Atchison, Topeka and Santa Pe Railway Company to cover .switching 
service performed between complainant’s factory on tlie Santa. Pe 
and the transfer track. The ba.sis of the objection wa.s that the Cali- 
fornia Fruit Growers’ Association, located on the State Belt Railroad, 
paid no switching, regardles-s of the point of origin or destination, of 
shipments, the charge of $2.50 being absorbed by the various cai'riers. 

The State Belt Railroad is owned by the state of California and 
operated by the Board of Slate Harbor Commi.ssioners. Its trades 
extend around the water front of the city of San Francisco. All 
switching services on tliis line are performed by its own engines at a 
ehai'ge of $2.50 per car but its facilities are dedicated to the u.se of 
any carrier that may desire to employ them. Thus the sole function 
of the State Belt Railway is in rendering terminal facilities. The 
Santa Pe, on the other hand, is in active competition with the other 
two earners for main-line haul.s. 

Consequently, the Commi.ssion decided tliat the two industries 
involved two entirely different situations. To compel the defendants 
to absorb the switching charges paid by the ffah Forma Canneries 
Company on non-competitive traffic would have been equivalent to 
ordering the carriers to throw open their terminal facilities^ to the 
free use of their competitors. Had the services of the Belt Railroad 
been performed by a carrier com)iotiug with the defendants and the 
latter had refu-sed to ab.sorb the Santa Pe switdiing charges of the 

^2 13 0. R. C. 488. See Js.we Jobhris of L A. rs. A. T. S S. F. Fy , 18 
G. B. C. 9. 
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complainant, discnniiaatioii would have undoubtedly resulted and 
the Commission would have abolished it. 

Although the cla.ssification of commodities moved by carriers is 
based, to a eousidcrahle extent, on the value of the commodities, and 
although, as we have seen, “value of service” plays an important 
part in rate-making today, yet the California Commission has decided 
that a common earner cannot charge a higher rate for moving a com- 
modity, under exactly similar circumstances, to one commiiiiily where 
it has one value than to another where it ha.s another value. In other 
words, where conditions are exactly the .‘■■ante the varying values of 
a commodity determined by its various uses do not justify a differ- 
entiation of rate.s. This was decided iii Pacific Fibre and Rcturderl 
Company vs Southern Pacific Company The defendant in this ea.se 
was charging a different rate on bean strair from a number of point.s 
in southern California to Ventura than it was for the same commodity 
from the same points to Los Angeles, the distance being almost exactly 
the same. 

In defense of the practice the railroad maintained that the trans- 
portation of straw to Ventura constituted a. different kind of traffic 
from that to Los Angeles, since the straw hanled to Ventura was used 
solely for the manufacture of retarder and fiber, while that to Los 
Angeles was used solely for hay or fertilizer. The defendant also 
claimed that it rendered a more valuiible service to complainant in 
Ventura since the straw wa.s worlh $30 a ton in Ventura by virtue 
of its use while it was worth only $7 iii Los Angeles. Noi evidence 
was introduced to show that there was any difference in the cost of 
moving straw in either case 

Such a system of rate-making is obviou.sly untenable, since, if it 
were carried to its logical conclusion, every public utility rate would 
vary not only with the circumstances of the consumers but also with 
the varying demand of that consumer from time to time. The Com- 
mission asserted that such a method of charging could not be sanc- 
tioned and accordingly ordered the removal of the discrimination. 

Carriers, however, cannot always be compelled to charge the same 
fate for the movement of the same commodity over equal distances. 
This was brought out in the ease of the Union Rock Company vs. The 
Atchison, Topeka and Santa FS Railway Company, SmUhern Pacific 
Company, and Pacific Electric Railway Company . The complainant, 
a company engaged in the production and distribution of crushed 

28 13 0 B. O. 61, 24 2 7 0. B. O. 285. 



1932J Pcgrum ; Bate Theories and the Ccdiforma B. Commission 1S7 

rock, .sand, and gravel in southern California, protested against the 
rate.s it wa.s conijielled to pay on these eoininodilies by the defendant 
railways and argued that the mileage scale of the Southern Pacific 
and the Santa Fe m northern California on the.se commoditie.s should 
be applied in the south. 

The defendants introduced a great deal of evidence to show that 
operating conditions were more expen, sive in the .south becanso of 
severer grades, greater curvature per mile of track, and expensive 
terminal handling in Lo,s Angele,s. The Pacihe Electric Railway 
winch transported most of the roek company's freight presented 
flgnre.s of co.st of handling and revenue received which showed that 
, the traffic wa.s not profitable. The Southern Pacific and the Santa Pe 
.showed eonclu.sively that their rates in northern California were 
largely water-compelled. Hence these rates did not form a fair ha.si.s 
of comparison. The Commission reached the conclusion that: 

Tt IS within the power of the caniers to iiieot competition ani) to initiate ratOB 
lower than this Commission could justly piosoiibe as renaonulile, and such rates 
would bo lawful so long as they pi-ovnled sufficient icveiiue to cover out-of-pnclict 
costa and did not burden other traffic. Tlie Commission is empowcMod by law 1o 
establish reasonable rates. Such rates must allow for actual costs of service and 
compensation for the capital invested in roiuleriiig that hcivicp When rates aiu 
attacked it is our duty to see that they are not so high as to he oppicssiv(''’upou 
the shipper Between such nites and rates that cover sometlmig more than out- 
of-pocket costs there is a zone which should he free fiom judicial interfeience 
The carriers have complete coiift’ol over i.ates which fall witlnii tins zone, and 
it seems to me that the lalos heie attacked cleaily come within such a zone 
(Ctt^ of Deiioxt vs. Michigan Raitroad Commuswn 209 Mich. ,'!95 ).-b 

The preceding discussion has broiiglit out the ftiftt that, whore 
circumstances and eondilion.s are sufficiently similar, rate.s on tlie 
same commodities mn.st be comi>arabie. There is no formula as to 
what constitutes similarity and hence each ca.se must be decided on 
its merit, s. “The mere showing that rates from one point in a terri- 
tory are higher than rates from other points m i hat territory whether 
maintained by the same carrier or different earners, docs not establish 
the fact of undue prejudice or preference.’’-" 

z-iJlnd.: 290. See L. A. /Aim6er Froduol.s Co I's. P. Co., 26 Ti C. 217, 

zoflncrrj/ Mfom Co. vs. Island Tran spoHa lion Co., SO (I R. C. SUl, citing: 
Texas # Facifle R. il. v.s. 1. G. O., 162 U. S. 197; 1. C. C. vs. Alahami Midlmid 
R. Co, 168 U. S. 144; Louisville <f’ M. R. Co. iw. Relilnu.r, 175 0. B. 648; East 
Tennessee V. # G. R. Co. vs. I. 0. O., 181 If. S. 1 ; 1. C C. vs. LouxsvdU # N. 11. 
Co., 190 II. S. 273. 
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Comparison op the Value op the Service and the Value op the 
Commodity to Determine the Reasonableness 
OF Tkanportation Rates 

Filially, rate conipari.soiis may be based upon the relative values 
of the comiiioclities earned or the serviees rendered Generally speak- 
ing-, tills IS merely another phase of “what the ti-affic will bear ” 
Sometimes, however, the decision rests upon merely a comparison of 
values, e.speeially when “ability 1o pay” is es.sentially equal. 

Comparison of the values of serviees performed as a means of 
judging the relative equity of rates does not mean the value of the 
same service to different consumers but rather comparison of the 
superiority of one type of service to another. This was used as a 
gauge for passiing upon the reasonableness of rates in the application 
of the Southern Pacific Company to increase passenger fares between 
San Francisco and Broadway wharf in Oakland The company was 
furnishing transportation over distances varying from seven to eleven 
miles at ten cents per passenger from San Francisco via Oakland 
Pie:^ to various points reached by its suburban electric system. In 
the case cited it proposed to charge the same fare from San Francisco 
to Oakland via another route, namely Broadway wharf, on which the 
passenger had no opportunity to ride oh the suburban electric trains 
to his home. The Commission denied the application on the ground 
that the service in connection with the suburban trains was more 
valuable to the traveling public than the other. The former type wa,s 
more valuable than the latter .simply beeairse it was a superior service 
and carried more privilege.s, Comsequently the application for per- 
mission to raise the fare of the inferior service to the same level as 
that of the superior was denied. 

Where the values of commodities transported are comparable and 
conditions of transportation are similar, rates may be expected to be 
approximately the same. This was the principle adopted in Bice 
Assoc, of Oahf. vs. Hou-. Pac. Company and Atchison, Topeka and 
jSamfa Ffi Bauhvay Company.^^ The complainants in this ease alleged 
that the rates charged by the defendant carriers for the transportation 
■of paddy I’lce from and to vai-ious points in California were unjust 
and unreasonable. They also contended that paddy rice should be 


W 2 0. K. C. 21. See San Jose Water Co., 7 C, B. 0. 762. 
as 10 0. B. C. 334. 
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given the same rates as grain. The rates which were called into 
question were from points m the Sacramento and San Joaquin valleys 
to Sacramento and San Francisco. 

In support of their contentions the complainants first of all pre- 
sented figures to show that the paddy rice tonnage for 191T in the 
valleys would surpass wheat tonnage for the same districts. Figures 
were then introduced which compared, from selected points in the 
San Joaquin and Sacramento valleys, shipments of rice and wheat 
as to : rale in cents per 1 00 pounds on each ; rate m cents per ton-mile ; 
earnings jier ear; and earnings per ear-mile. The comparisons demon- 
strated that in each case the figures for nee were higher than for 
-wheat.-" The rates on paddy rice m California were then compared 
with rates on the same commodity for similar distanens in Texas, 
Louisiana, and Arkansa.s In this connection Commi.s.sioner Gordon 
noted : 

The traffic Jierein conaiclerod moves over a practicaliy level stretch of countiy, 
consequently rates constructed on. distance scales applying- bet-vpi-en all points iii 
such states as Texas, Louisiana, and Arhansas, regiuilless of tiansportatiun 
conditions, aio comparable, and ivlillo not controlling as to the loJisonabloneHS of 
rates in California, tlioy are onlightoning.so 

Complainants also introduced a schedule showing what would be 
the resnlt.s in California a.s to: rate in cenls per 100 pounds; rate in 
cents per ton-mile; earnings^ per ear; and earnings per car-mile, if 
the Louisiana rate scale were applied to California. After considering 
all the.se factors Commissioner Gordon concluded : 

The recoids discloso no transporta.tion difficienccs in the movement of padd.v 
rice, -wheat, othei coresils and dned fruits; that tiio value of paddj nee is liut 
a trifle higher than wlieat and le.s3 tlinii dned fruit; that loss and dumago a-ui 
a negligible quantity; that iiaddy lice is usually loadiul bejoiid the miiiimuni 
prescribed, and that no different equipment is lequired for it.!! tnuisp()it.atimi.ii> 

Consequently, a new schedule of rates on rice, with rales considerably 
lower than the old schedule, was prescribed 

The conclusion to be draum from this deei.sion is that whenever 
commodities of similar value, requiring essentially tlie same expenses 
of handling, are tran,sporied by a company under .sub.stantiaUy simi- 
lar circum.sta.nees and conditions, they must be accorded the same 
rate. What coustitutes .substantially similar circumstances and condi- 
tions is a debatable qne.stion and no general rnle.s relating thereto have 
a.s yet been prescribed. 

29 IS iV?.: 320. 30 /hid.: 338. 

31 /bid’..- 329-30. Sep also Pinney 4' Boyle Mfg. Go i.s' A T. 4' S P' By. Go , 
7 0 B. 0. 688; //. //. Bennmm hs. S. P. Co , M C. E,. O. 30; Phocuuv Milhitf/ Co. 
vs. 3. P. Oo., 14 G. E. C. 38 j City Street Iinpt. Co. vs. S. P Co, 14 C. K. C. 600 
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The policy of the Interstate Commerce Commission ni the nse 
of comparative values as a means of jndfting particular rates is shown 
by the following quotations • 

The Villuc of the .‘utiele is impoitmit pmeqinUv bcoiuisc of its beinuig upon 
the viiJue to the shipper of tlie tiansportation sevviec, and the value of the soivice 
IS, and has always lioen eonsideieit by eariicis, one of the important elemoiits to 
ho considered when fixing tlie lates to be chaiged for tiaiispoitation 

And again : 

'Die value of an aiticle to the ina,mifaetiner is the price it eoinmands and it 
seems only leasonable that caiiieis should take into aeeount the maikot lahie, 
a thing geiicrall.'v known and easily aseei tamed, as one of the considoiations in 
auimging their classifications and fixing the la.tes that a commodity should bear. u 

It IS evident that both the federal and the California authorities 
have taken the same factors into con.sideration. This is to be expected 
.since the Interstate Commerce Commi&sion is the controlling agency 
in freight rates 

In summary then, rate comparisons may be used in a variety of 
ways to measiu’e the reasonableness of particular rates Wliere rate 
schedules are voluntarily adopted and maintained by utilities, pnma 
fame evidence of fairness of those rate.s to the concern e.xists Con- 
seqdenlly, charges out of line with these may be considered discrim- 
inatory. A comparison of rates in one locality with those in another 
which is served by a different utility is. a very common ba.si.s of rate 
complaint.s. This is, of cour.se, no ground for lowering rates but it 
serves to focus attention on efficiency Finally, the value of shipments 
is an important factor and is always given consideration in fixing 
railroad rate schedules. 


32 Quoted lu Hammond, M. B., op. cit 22. 

Ibtd.'Si. For Oi fuller diseussiou ace Biploy, W. Z, op. cit. 
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CHAPTER IX 

CONCLUSION 

iN'J'RODaC'TION 

TVlis stiifly of tile rate theories miderlying the decisions of com- 
missions and courts alike, shows that the task confronting them is 
distinctly of a twofold nature, and that each phase is really a sep- 
arate problem in itself. The first and most fundamental problem, and 
the one which gives rise to the most difficulty disputes, concerns the 
general rate level It is here that the courts find their work, for this 
problem involves the question of taking property without due process 
of law. The greatest number of cases coming before the commissions, 
however, are concerned with particular rate adjustments. Both 
authorities, of course, are primarily concerned with the general rate 
level, since that is the fundamental problem underlying all rate 
regula.tion. But the reasonableness of particular rates is for the com- 
missions themselves to decide, and their decisions regarding these rates 
are nO't subject to court review. Thus the function of tlic conris is 
.solely one of interpreting thfe law and of pa.s.sing niioii confi.scatioii 
when the revenues and properties of the utilities a.s a whole are 
considered. 


PABTiounAU Bates 

The question of particular rates preseiit.s two decidedly distinct 
a,spects, depending upon whether it be viewed from the social stand- 
point or from that of a private company. In the first instance, the 
issue becomes one of what rates ought to be, considering the welfare 
of the community as a whole. For example, Pigou has argued that 
the chief burden of utility charges, e.specially tran.sportation, .sliould 
be placed upon the general hoily of taxpayers. Borne German writers 
have advocated that the eo.sts of actually moving traffic should be 
borne by those for whom the ser%-icc is performed, while all the other 
costs should be met by taxation. Bince the war, proposals have been 

1 .Tobnaon and 'Van Metie, np, otf,: SAl-St."!. Of coiiMe coinmis.simis cannot 
compel rates whioli do not yield out-of-pocket costs. Tlie problem hcic, however, 
is essOTitiatly that of individual rato adjustments. This is largely a question of 
fact, in which the coimnisaions aru the linnl ai biters. 



142 Univcrsihj of California Publications in Economics 10 

made in Frnnee to ])rovide transportation services free of eliarg'e, tlic 
costs to be met by the government. A similar aitnalioii is presented 
in this country in connection with highways, and inland and coa.stal 
waterways Writers have also urged that rates should be based on 
ethical considerations and hence shonld be adjusted according to what 
the users of ntility services ought to pay from the standpoint of 
economic ability “ 

A private company, on the other hand, looks at, Ihe \)rohlom as one 
concerning the beat way to obtain revenne. Obviously, bnsmess con- 
ditions form the main guide in this ea.se and rates are adjusted accord- 
ing to economics, not ethics Fortunately, the public and the private 
viewpoints coincide to a large extent and the resulting rate ineidenee' 
may be, and often is, both ethically and economically desirable. 

The examination in the preceding chapters of the rate theories of 
courts and commissions ha.s shown that the authorities have enclea,vored 
to reconcile, within the limits of the law, the interests of the public 
and of the pnvate corporations rendering service to it.® Having 
decided upon the total revenue to which they have considered the 
utilities justly entitled, they have then proceeded to apportion the 
burden of supplying that sum by giving due weight to all the cireum- 
stances surrounding the particular ca.se. As we have .seen, these are 
many and varied and the determination of what a particular rate 
should be cannot be made bj' any rule^'of thumb, nor will any one 
standard suffice. 

In the difficult problem of the rate differentials to be allowed by 
regulating bodies, social considerations play an important part and 
the handling of these must be left to the .ludgment of the authorities 
in the individual cases Then, too, the relative ability of various items 
of traffie to bear the charges must be given due weight. Just what 
the differential, on this ba.sis, .should be, it is impossible to say. Recent 
cost studies have tended to show that it is considerably le.ss than private 
corporations, permitted to use their own judgment, have been wont 
to accord.'^ Of course, it varies with different corporations according 
to the amount of business they are doing. When a utility is working 
up to %e capacity of its plant the differential between additional cost 

2 I'm- a discuswon of these points sese* Bauer, John, op. eiL, chap, 11; Clai-k, 
J. M., SItan-dards of ReasomWeiiess in ImooI Freight jOisormHiuitions j Pigou, A. O., 
Economics of Wolfaro (1925 wl), chap. 17. 

3 See also, Bye, R. X., “Social Welfare in Rale-mahinfi:, ” Pol. Sm., Quart., 
SSiBcc. 1917. 

* 8oo Ohu'k, J. M,, Economics of Overhead Costs; Ely, Owen, MmMvag Mutes 
and Cost of Service. 
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and cost is muc-h less than is the case when there are unused 

facilities. Only earefnl slnd.y of each separate ea.se can indicate what 
the difference may be between the additional and the average cost. 

The general tendency of commis.sion.s in fixing rates today, as 
far fi.s it IS fea.siblo, i.s to adopt cost as the determinant of particular 
rates.'"' Such a basis of adjustment places the incidence upon the 
coiisniners of utility .sendee in accordance with their demands, thn.s 
preventing the co.st.s of wa.ste from being .shifted to the .shoulder, s of 
others and at the same time placing upon the companies themselves 
the burden of proof in cases of discrimination 

This very theory, however, raake.s it nece,s,sary to work down from 
- the general level of rates to particular rate.s rather than vice ver.sa. 
The former cannot be fixed without due con.sideration being given to 
the latter, for there is a decided reaction between the two; but the 
starting point must be the financial need of the utility, and the indi- 
vidual rates must be adjn.sted so as to meet tins as nearly as possible 
Consequently, it becomes necessary to decide ujioii the method of 
establishing the general rate level. 


General Rate Level 

Problem of the general late level — 

The chief controvei'sy in regulation today, namely, the question of 
reasonable rates, revolves around the total revenue to be allowed a 
utility corporation. Although other knotty jiroblems are looming up 
rapidly, this is, at the moment, the prohlem in utility control, A''arious 
opinions are held as to the solution. The courts have decreed that a 
utility is entitled to a “fair return on a fair value.” ‘‘Pair value” to 
all intents and purposes meau.s, to the United States Supreme Court, 
cost of reproduction. Unfortunately, ‘ ‘ fair return ’ ’ ha.s been defined 
with an indefimtenes.s that makes the method of fixing “fair value” 
appear precise by comparison. At the present time, a ‘‘fair I'etimi” 
seem.s to lie somewhere around seven or eight per cent but i1 i,s 
impossible to say just how this figure is obtained. 

Portunatel.y, not all of the comniis.Hious have slavishly ,£ollowed 
the decisions of the courts. Most of them, perhaps all, have arrived 
at reasonable rate.s by fixing the rale base and then preseribing a fair 

« Cost in this sense of Hio wonl of course means, tlic total liurtleii tneiilent to 
the supplytttg of utilitj' serviees. The California authorities have maintained that 
unless there are speeiai reasons each eonsunier aliould rontribute toward the 
‘'fair return.” 
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return on that baise *' Several eomnnsaions, however, have advanced 
theories of their own as to what constitutes “fair return’’ and “lair 
value.” 

As we have seen, the California authorities have insisted that 
historieal cost, or reasonable luvestincnt, which thoorelically means 
the same thing, is the correct base, and they hai'e been able to main- 
tain this position in spile of the rulings of the yupremc Court, and 
also the contentions of local utilities, for co.st of reproduction. It is 
regrettable that land has been treated dilFcrenlly from other utility 
Xiroperty The eommi.s.sion ha.s valued land at “present fair market 
price,” but in doing so has staled that this wins because of the ruling 
of the Supreme Court in the Minnesota Rate Cases. In view of the- 
fact that the aiithoritie.s .stated very early in the present Commis.sion’s 
hi.slor.y their theoretical oiiposition to the Supreme Coiu’t dociriiie, 
they should have adhered to their conviction that reasonable invest- 
ment is the measure of fair value. This might have involved litigation 
had the utilities seen fit to dispute the ruling, but there is no reason 
why commissions should not be willing to advance, constantly, their 
contentions before the courts — and as persistently as the utilities 
have done. 

I'he method by wliich the California Coiuimssion ha.s determined 
the fair return to be allowed is not so precise as the way in which it 
has fixed the base. As a matter of fact, it has been more concerned 
with setting a, rather definite per centum return than in a.seertaining 
the revenue requirements. Moreover, the per centum return has become 
largely a matter of precedent and today ca.se.s of fifteen years ago 
are cited as authority for fixing a certain rate. It is true that no 
definite rate applies to all utilities and some attention is paid to 
aver aye cost of money for a given concern, but, except where unusual 
conditions prevail, seven to eight per cent is considered reasonable. 
Furthermore, these percentages have come to receive the sanction of 
being more or less absolutely fair.'' 

“ BaiMies contenda that the Massachusetts commissioiis have given practically 
no -weight to the question of the ra,te base, but on the eontiaiy have made the 
ciyilit of the company the doternuning factor. Mosher, ho-wevor, does not agree 
ivith this hut apems to think that due consideration is given to “reasonable invest- 
ment.” See Mosher, 'W. E, Review of PttUw Vhhty Control m Maemclmsetts, 
by I. H. Barnes, Ajn. Peon. Memeiv, 20:618-521 (Sept. 1930). 

7 “Edison company proposes for the consideration of the Commission that 
its rates be established so as to provide, in addition to its opea-atiiig expenses, a 
return sufficient to pay its interest and dmdend requirements, to establish a 
eontingeney reserve -which will insure the continuity of its .dmdend rate,s and will 
provide for the fluctuation in its operating expenses without corresponding changes 
in its rates in years of large and small water supply for hydro-electric generation. 
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IhuH, tiieoro1iea!!y al least, the method of determining reasonable 
rates by the California anthorities is one of rigid formula. In prac- 
tice, however, tliere is somewhat more flexibility. Unusual conditions 
are rceognincd, ivith the result that the actual return may not conform 
to the ba.sic .standard. Varying economic conditions have, to date, 
generally kept tlie average return below the theoretically fair one. 
This doe.H not mean, of course, that the utilities have necessarily 
suffered, because the customary fair return seem.s to bo quite adequate, 
to say the lea.st Finally, if a liberal estimate is made in fixing the 
rate base, then the rate of return will be set at a somewhat lower 
figure than if the reverse is the case. 

" A number of pertinent current problems of regulation have not 
been grappled with, or at least no satisfactory solution ha.s been 
offered. This is not beeau.se difficulties have not arisen, but rather 
beeau.se of the theory of regulation which has been so rigidly adhered 
to in California. 

First of all, no adequate answer ha-s been given to the question of 
competition. In general, it has been the policy to gi'f'tit and to pre- 


In addition to these requiiements, it proposes a siihstaiitinl smpliis and t!io 
savings to bo derived through efflciencies in operation may be divided between 
its eonsumeis, its employees and the company itself as a leward for cffieiehey. 

"The C'ommiasion fully approcia.tos the intorreJation between the e.Tniings of n 
utility and its ability to eommand new capital from investors to provide the 
facilities required by* the glowing jlomands of its business and its olihgiitum to 
the public. Tim does not mean, however, that the Contmmmi will permit apph- 
(taut or any other utility to charge mi eseoess of a reasonable rate in order that 
additional capital can be secured, 

“No measure of eurnmgs can be approved by a body, such as this Cuminmimi, 
dharged with the protection- of the public interest which dnc,s not result, for equal 
benefits, in a rate as low as, or lower, than the rate which would be filed upon, 
the standard accepted basis of a, far return upon the reasonable value of the 
wtihty propnties. In this, therefore, as in other i ate fixing proceedings, tlm 
primary consideration is a fair retiiin upon the pioperties used and u.sefiil m 
tile public service. 

"The first problem to bo solved, therefore, is the determination of a pioper 
rate base and what is a fair return to lie allowed thereon, the fl.vmg of reasoiiabie 
depreciation annuity and operating e.xpenses." Cnlifonna Ndison 

Co., 19 C. B C. 095, 601. (Italic.s mine.) 

"The question before this Oonuiusaion is: Wliat is a fair leturn to lie 
applied to tha rate base found lensonablo under all of the cueuiustanees and 
conditions? The question is not what might pass the eouits .ns above the eon- 
fiseation limits. It is, what is tho compensation for tho use of inoiu'}.s that will 
be fair between the investor and the operators of the propertj, on tho one hand, 
and to tho pubJie .served, on the other. A reasonaliic return will uormaliy bo ih 
excess of the avoiago cost. This principle has been enmicialeil by this ('i.’iimnssion 
iu nuuiSrouS decisions. Tn the early history of the Comniisakm, m.any important 
decision? found that an 8 per cent leturn was nuusonable. llighei rates of return 
were allowed as rea.sonaWo with the higher cost of mouey rouditioiis during tho 
war and postnvar period. With the reducing tost of money oecuiring dining tlie 
last ten years and increasing stability of major utilities, reducing rates of return 
ha,ve been found rcasoniihle. It, is our conclusion that, in the instant ease, a 
leturii on the rate base of npproiciniatcly 7 per cent is ren,sonalde and fair, both 
to the company and to tho public.'' — Pac. Tel. <f- Tel., 33 0. R. 0 737, 772-773, 
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serve monopolies wheiievei- feasible and whenever this has served 
public interest The exceptions are many, however, tu some instances, 
competition ha.s resulted from the fact that the utilities were in the 
fleltl prior to the advent of the pr-esenl Commission, while in other cases 
concerns have been admitted to an area already served by another 
company either because the latter was not living- up io it.s obligations 
as a publie service corporation or because aijparcntly there was room 
for two enterprises. The authorities recognized the dilemma quite 
early but failed to meet the issue Later, they adopted the jiolicy that 
no concern was entitled to more Iban a fair return. This meant of 
course that rates were set at the iioint which would yield a fair return 
to the stronge.st corporation but which would be le.s.s than fair to the 
weaker. At the same time, a fair return is .supposed to represent the 
income necessary to atti'act capital adequate to meet the demands of 
the public for .service. Evidently no .solution to the “weak and 
.strong’’ problem, .so prominent in the railroad field, is to be found 
in California.® 

The situation is aggi-avated by the Commission ’.s policy regarding 
potential competition. This .seems to be a confes,sjon of weakness. 
Admittedly, it is difficult at times to maintain efficiency at a high 
standard under regulated monopoly. It is hard to see, however, how 
the admi.s,sion of competition can .solve the problem; jumping from 
the frying pan into the fire is merely* to leap from one position to 
another equally a.s bad, or worse. It mu.st he conceded that the public 
is entitled to Ihe be.st pos.sible service at the loive.st cost, and when a 
concern is able to demonstrate conclusively that it can serve a com- 
munity more satisfactorily than can the one already in the field, the 
consumers may, with reason, insist upon the admis,sion of the second 
concern. This changes the issue to that of competition, which, as we 
have seen, mei'ely presents another dilemma. The solution would seem 
to lie in the encouragement of consolidation where more efficient eon- 
eerns are prepared to serve territory occupied by less efficient ones; 
where the existing company is capable of rendering service equal 
to that of the corporation seeking to enlei', the latter should not be 
granted permission to compete. The sanctioning of competition for 
pimitive reasons is no solution to the problem of efficiency of regulated 
enterprises. 

s It may bo arguecl tliat the Califonua policy is desigaecl to spar the less 
officiont eorporaliotts to greater ofllorts, and that one company ought to be able 
to serve at given, rates if its competitor can. The contention is advaacod that 
tho public is entitled to the lo-west possible rates and that no concent may receive 
more than a fair rotui-n from tliese. Obviously, howevar, ail competitors cannot 
I 0,1a wfl-k, ■neccmari/ concerns must bo taJten care of. 
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Obviously the California authorities have little to offer by way of 
answer to the question- What methods can be devised to encourage 
efficiency in management and how can the results of economies he 
shared by consumers and producers alike The Connnission has 
always maintained that a fail* return can lie expected only under 
conditions of efficient and economical management, but this is rather 
a negative attitude From the social viewpoint the first requisite is 
the production of utility services at the lowest possible cost The 
next step in the procedure is to provide for the distribution of the 
benefits so obtained. 

Periods of prosperity and depression, of ri.sing and falling prices, 
lire characteristics of the present-day economic order Pailroails have 
long felt the influence of these changes, and the growing defiendence 
of power utilities on the operations of industrial eoneerns is bringing 
the cycle curves of these utilities into close eon.sonanee wath general 
business curves.'*' A .sati.sfactory rate policy must recognize this 
state of affairs. Yet, by and large, eommissioiiK have contributed hut 
little to a solution to the problem thus raised. As we have seen, tlie 
California authorilie.s, as well a.s tho.se elsewhere, have iulo[)ted tlie 
principle that the rate of return must he approximately .stable from 
year to year and that at no time must a utility earn more than a ftiir 
return. The re.sult of this is twofold ; first of all. ntilitie.s over a period 
of years cannot earn an averaj'e income wliich is fair aceoriling to the 
established .standards;” second, rate scliednles based on such a method 
are too inela.stie. Indeed, if the theory' were rigidly followed rate 
systems would be perversely ela.stic. Stability of rates is the objec- 
tive, but stability of rates ivil] not result in stability of net income. 
The former within certain limits i.s to he de.sired but there seems to 
be no reason ivhy the return from year to year might not vary. Why 

“‘‘The Public Utilities Ait (.see. 20) eleaily provules for ttii* iuqiiowil of a 
plan for pennittmg a utility to share in siivmgs line to efHeieneics ni operation, 
ami the eonimission vvouUl welcome a souml anU logical plan when-tn tlie utility 
amt the publie would share in the savings from sucii o))ci(in(m, but no bciiius 
siiouM be paid by eonsuraerb to utgo tlie utility and its cmptovccs to effi-ct alt 
possible efhcieuciea. ” — •S’o Cal Edison Co, 19 O. H.. f. 1)95, (UO; see footnote 7, 
swpui, 

10 Sec Patton & Grcbscns, “Inltiicnce of Biisincs.s (lycle.'i on Utility Opera- 
tions, ” Jour, of Land 4' A V. Econ , 2:40-47 (,Ian. 1920). The presciit'sitiialion 
in. railroad rates is an example of a constaully recurring probluin 

11 This is not to bo interpreted as moaning ttiat tlie CaJifoniia authoritica liaio 
been too niggardly. On tlie eontraiy, tliey have lu-on decidedly libciii). Tlmt the 
utilities do not on the wlioie rweive an average letiini over a pmiod of y«us which 
equals the Commission’s standawl of fairness seems to be rather strong evidence 
that thij standard is too high, smeo tho utilitieb in this state have, neiertheless, 
been able to ikveiop adequately and to prosper. 
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could rates not be fixed in such a. way as to 3 deld adequate revenue 
over a period of j’'ears? During prosperity the corporation would 
receive more than, a fair retm-n but it could be required to put the 
cxees.s into a contingency reserve winch could ho used to stabilize 
dividends mid insure financial security during depi-ession Not only 
would the utilities benefit by having greater reserve strength with 
which to meet periods of stress, but they would be lu a much better 
position to accord relief to needy industries or communities, and pos- 
sibly they would be more willing to do so than at present Vieived 
from this angle, the problem is simply one of maintaining the credit 
of utilities and of distributing the burden of meeting the income 
requirements of these concerns in the way easiest for the consumer!? 
to bear 

Finally, the California authorities have paid too much attention 
to the rate base a,nd the rate of return as such, to the neglect of the 
question of financial requirements and credit of the utilities. This 
is a criticism which can be leveled against virtually all commissions 
and courts alike. Indeed, a strong body of opinion is growing up, 
especially among the younger students of the problem, that the rate 
ba.se is not e.ssentlal to the detei'mination of a fair income, eeonom- 
icafly speaking. 

A fair fetium, from the economic point of view, in the final analysis 
is simply the one which is sufficient ■to attract investment that is 
capable of meeting the needs of the locality served. The function of 
the administrative authorities, within the limits of the law, is to see 
that these conditions arc met — no more and no less. If a larger income 
IS allowed than i.s finaneiallj' neee.ssary, then the public is being dis- 
criminated against , if less, then the requisite capital will not be 
forthcoming and the utility and the public will both suffer. Moreover, 
the present method of regulation encourages the development of 
unhealthy fmaiicial structures. So long as commissions persist in pre- 
scribing a blanket rale of return for a concern, that state of affairs 
is bound to persist, for, obviously, it is to the advantage of the corpora- 
tions to raise a lai’ge part of the capital at rates lower than the return 
tfeing received, thereby giving a much larger percentage to the com- 
mon stockholders — much larger than they demand or require. The 
results of this can be seen bj’- examining the stock market quotations 
of public utility common stocks.^* Ultimately, it is the consumers who 

i-Sge Oolien, J, H., “ Confiseiitory Kates aiul Modern Pinnnee,” Yale Law 
Journa,! 39:151 (Dec. 1929) for a disenssioa of financial structures and the 
tiroblem o£ a fair ivtuni. 



1032J Pegrum: Bate Theories and llie California B B. Coiniiussion 14!^ 


are compelled to meet llie costs of this financiog' True, there is no 
legal guaranty of return to any enterprise, but m practice consumers 
must supply the money. Why, then, should practically all of the gains 
of advantageous financing accrue to the stockholders'’ This coudition 
is bound to exist just so long a,s the present approach is adhered lo 

The fundamental problem m controversies involving reasonable 
rate.s is the amount of revenue reasonably necessary to a eonceni m 
order that it may function successfully. Actually, however, the dis- 
pute revolves around the quostion.s: What is the fair value of the 
property'? Is the corporation receiifing a fair return according to 
law and precedent'? 

By definition Ihe rate of return should depend upon financial 
requirements’'' lienee the rate of return heeome.s a function of tuo 
variables, namely, the rate ba.se and the income nece.s.sary. Tlie relurn 
under such circumstances is the percentage of the net revenue to 
the ba.so, and in order lo obtain this ]ierceu1age both income and 
base must be known In practice this procedure docs not seem to 
obtain. Apparently, the rate base i.s fixed first and then tli<> income 
is adjusted so that it will give a. predetermined jicr eentiim on that 
ba.se. Obviously, no other course can he followed until financial slr.nc- 
tures and I'evemie requirements are carefully analyzed 

For the time being at least, the eoiirts seem determined to enforce 
the principle of a fair reinrn on a fair value a.s the gauge of confisca- 
tion. But, with this as the lower limit, commissions are frei' to adopt 
the policy of financial need a.s the measure of reasonableness. More- 
over, the courts have not rigidly defined the limits of confiseation 
Consequently, commissions could at lea.sl defend their position, should 
a decision be disjuited, on ihe ground that they have allowed an 
income “adequate under efficient and economical manageraeiit” for 
the utility “to maintain and support its credit and to enable it to raise 
the money neeessai'y for the proper discharge of its public duties.” 
Utilities ai'gue for a higher return when these conditions are not met, 
and achieve remarkable sneec.s.s in the courts. Wliy can the commis- 
sions not do the same under reverse conditions'”’ 

,1 - I 

i'i“'X'!ie return shoulil tie reasonuhly soflieioiit to aasuie coiifiiium'c m tlu> 
finaneiul soundness of tlie nliliti and slunilil lie lutcquate, undei eflieient and 
economical management, to maintain and siipiiorl its eir-ilit and enable it to 
raise tiio money noeessary for tlie piojier discharge of its putilie duties.” TSlurfirUi 
Waifliworhs Impnivemenl Go, 262 U. S. 670 (1023); see also Palo Alto vg. 
Palo Alto Qas Co., 2 C. li. C, 300. 

See Cohen, J. C., .siipro note 13. 
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The foregoing di«cnssioii mnst not be intei'ijreted as ineaniug that 
.substantial eontributions to the developnieiit of a sound policy of 
j'eg’ulalion have not been marie in California Quite the reverse i.s 
true. When coinprehensive regulation commenced in 1911, inexperi- 
ence characterized the procedure everywhere and the question of 
rea,soiiable rate.s wa.s in its infancy. The commissioners of that time 
e.stablished a firm foundation upon which a progressive procedure 
could be erected. If tliey were somewhat unduly legal in their view^- 
point, thci' may be excused because of the iiewuicss of their ta.sk. To 
their credit it should be recorded that they gave con.siderable atten- 
tion to the economics of the .situation; in addition, they ventured 
upon avonnes of approach, which, had they been followed up, would 
probably have saved us from many of the subsequent pitfalls Finally, 
their work on valuation ivas extremely valuable. Even if it may be 
criticized ,a.s the ba.sis of rate-making, it .still remains the best ba.sis 
by winch reasonable capitalization may be determined, and the latter 
is certainly necessary in any regulatory program.^’ 

[Jnfortimately, the (ioinmis.s)on has become too bound down by 
precedent. What is needed now' is a dynamic policy which frankly 
recognizes the inadequacy of early theories and practices for the 
.solution of present issiio.s. Regulation is not static, it is ever growing, 
ever changing Fon.sequently. theories and practices mnst develop 
accordingly, if regulation is to meet the^tasks tlunist upon it. 

u* f?ee Boiihrigllt, .T 0., “Baitroad Capitalization.” (Columbia TJniveisity 
Studios in Jlistoi’ij, Jioonomies, and Public Law, No. 215, 1920) chap. 3. 
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Long-and-ahort haul, compared with 
federal legislation, 65: constitu- 
tional provisions, 2, 0; legislation in 
California, 64; Public Utilities Act, 
9; Stetson-Eshloman Act, 6; street 
railroads, 9; telephone and tele- 
gi'iiph coinpiinios, 9; violations al- 


lowed, 109—115. See aho: Di.scrini- 
ination, Distance pi mciplc 

MacGibbon, D. A , 71 n, 86 n. 108 n, 
109 n. 

Mann-Elkins Act, 95. 

Measured powei demand, ba.sis foi 
ratc.s, 60, 61. 

Metered intes, advantages of, 58; 
tcdephoiie rates, 57, Sec aho: Cost 
of SCI vice. 

Miller, L, 64 n. 

Millmg-in-tmn.sit, disci imiii.'ituiii, 108; 
H.SO, 107, 

Moffett, 8. E , 4 n. 

Monopoly, ciinditions undei which 
u'coguizi'd in California, 117, 119, 
120; four conditions iiM-ossnry for 
piotcction, 122; joint mo of farib- 
ties, 121, 122, piotcitiou from com- 
petition, 118-120, 12J, 124. 

Moslier, W E., 34 n, 144 u. 

Moulton, II 0., 03 n. 

Miinuipal eniitiol, ineffoctive, 7; legis- 
lative piovisinn.s, 8. See alu>. Coiii- 
petitioii 

Original co.st, chiirge.s to mibsiilitiric.s, 
19; definition, 16; detemuiiation of, 
19, 24; lustiiric.'i I cost, 14, 29, .30; 
imsimiig, 14, overhead chaiges, 1(1; 
prudent investment, 22, 25, 27, 34. 
See itUo: Fair value. Valuation 

Particular rates, ha-sis of differentials, 
142, oeononne eonditions, 87; use 
of cost in deteimining, H3; welfare 
of i oininnnitv, 141, 142. See aho: 
Hates; What the tiaffie will beai. 

Patton, A. E , and (Iresscns, 0 , 147 ii. 

PegriiTii, L. F., 14 n, 34 n, 38 n, 5.5 n. 

Pigon, A. 141. 

PoU-ntiiil eoinpcfitioii. Sir cliiip. 7. 
Criticism of m Califiunia, 146, de- 
sirability of monopoly, 117, in Wij- 
eousin, 324; punirne meaSure, 124; 
regulator of Rcivice, 117, 120; threat 
to monopoly, 117 

Proliiuinaiy IL'port of the Inland 
Waterways Commission, 93 n. 
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Preaent raliic, as latf'-baae, 35, con- 
tiaatfil witli lustoiicfll oobI, 32; dffl- 
nitjon, 17; price changes, 29, ob- 
.■jeotioiis to, 29; TJ. S. Siii)i-pme 
Court, 34 See alnu ■ Cost of jopio- 
(luctioii, I'm!- value 

Price changes iiiiil roguliitory policy, 
147. 

Priirk'Ut iiiveatmont See: Fair value, 
Original cost 

Public utilities, defined, 7 ; duties, 9. 
See aim - Onlifcunia, Bailroad Com- 
mission ; Legislation. 

Public TJtilities Aet, hisloiy, 5, 7; 
long-and -short haul, 65, 68, provi- 
sions, 10 f. 

Hates, block, 62, 63; cbange.s in, 5, 9, 
oonuniasion control, 6, 9, inaxluium, 
1, 3, pnec elinngcs, 51, 52; pm- 
eiples in Oalifoinia, 12, rate-ivars 
and fair return, 94; loasonablo, 7, 
9, 10; retail, fil, 63; auichaiges, 53; 
telephone, 9, 57, 58, 68; two-part, 
60, 68; wholesale, 60-63, 73 f. See 
alio: Ability to pay; Additional 
ceikt; Comparative rates; Competi- 
tion; cost of service; Demand; Dis- 
tance principle; Dnir rotuni; Joint 
rates; Long-and-short haul; Va.luo 
of the commodity; Value of service. 
Voluntary rates; What the traffle 
will bear; Willingness to pay. 

Rate schedules, demand-plus-onergy, 
60; pnnclples of, 59, 61. 

Seasonably compensatory, 109, 116. 
See also: Additional cost; Pair re- 
turn. 

Report of the Boyal Comnuasion on 
Canals and Watei-ways, 93 », 

Ripley, W. Z., 64, 86 n, 91, 103 n, 
108 n, 109 n, 140 n. 

Stetson-Eshleman Act, 6 ; long-and- 
^ short haul, 65. See also: Legisla- 
tion. 

Street railroads, faxes, 2, 9. 

Swisher, Carl B., 3 n. 

'Pranaportation. companies, common 
carriers, 3, 5; defined, 3. 


Telephone rates, metoroil linsis, 57 

Unit priees, in Oalifoniia, 28, 30, 33; 
used by I C C., 33. See also: Val- 
uation. 

Vaiidcibluc, H B., 33 ii 

Vanderbluo and Buigoss, 33 n, 67 n. 

Valuation, abolition of multiples, 20; 
authority of California Railroad 
Commission, 6, 10, 15, eoiupaiod 
witli I. C C, 20; general theory of, 
15 f ; of land, 17, 18, 20, 24, 25, 
31, lelation to rate-base, 16; use of 
multiples, 17 Sec also: Cost of 
roiiroductloii ; Depieoiation, Fan" 
value; Original cost, Ricseut value; 
Unit prices. 

Valuation Aet, 10. 

Value of the commodity, comparative 
standaid, 86; contrasted with value 
of service, 85; importance in inter- 
state commerce, 84; i elation to cost 
of service, 85; vaiying uses not a 
basis for rate differentials, 84. See 
also: Oompai-ativo rates; Value of 
.service; What tho traffic will bear. 

Value of semee, as a. maximum late, 
^9; definition, 77; determinant of 
general level of rates, 79; lelated to 
ability to pay, 79. See, also; Ability 
to pay; Additional cost; What the 
traffic will bear. 

Voluntaiy i-ates, and fair retuim, 129; 
basis of comparison, 125; discrim- 
ination, 120, 128; standard for roa- 
sonablcness, 126, 128; to prevent 
confiscation of property of consum- 
ers, 127; to prevent rate wars, 126, 
127 ; usefulness to authorities, 129. 
See also: Comparative rates; Com- 
petitive rates; Discrimination. 

Watkins, G. P., 69 n. 

Weak-and-strong concerns, compared 
Willi federal policy, 100; consolida- 
tion, 97, 101 ; efficiency and fair re- 
turn, 100; r.atos to be allowed, 97- 
99. Sea aUo; Competition; Pair 
return. 
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What the traffic wil! bear and the 
general level of rates, definition, 77 ; 
flexible element in rate-maldng, 77, 
78; ill developmental period of util- 
ity, 81 ; in. intorslato eommorce, 82 ; 
maiamum rate, 79; related to a.bil- 
ity to pay, 79; related to willing- 
ness to pay, 80; summary of use in 
California, 91. See aha; Ability to 
pay; Additional cost; Comparative 
rates; Competitive ratas; Value of 
service; Willingness to piaj. 


What the tiaffie will bear and paitieu- 
lar rates, effect of joint cost, 83, 
related to willingness to pay, 88, 
summary of use in California, 91; 
value of tho commodity, 83, 85 See 
also' Ability to pay; Additional 
cost; Comparative iatfi.s; Compeii- 
tivo rates. Value of soi-vicc. 

Willingness to pay, bn.sis foi paiticu- 
lai rates, 88, related to additional 
cost, 88. See also; Wlmt tho tiaffie 
will heai. 

Wright Act, 5, long and shoi t haul, ()5. 
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